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PREFACE TO THE SECOND EDITION 


We have great pleasure in placing the second edition of 
the book in the hands of students, business men and all 
interested in the subject of Business Organisation. In 
addition to the inclusion of many new chapters, others have 
been thoroughly raised and enlarged so that this edition 
makes the book quite comprehensive and upto date. The 
book now covers the syllabuses on the subject of almost ail 
the Indian Universities ; it will also be useful to advanced 
students of Commerce (B. Com. Hons, and M. Com). Some 
important forms with which the Commerce students and 
businesmen should be familiar have also been added as 
appendices to relevant chapters. 

In the preparation of a book like this, we have had to 
draw on ideas and materials from the works of numerous 
authors, Indian and foreign, as well as various Government 
reports. We have, as far as possible, duly acknowledged 
them in the appropriate places. ^ 

Any si^gestion in the direction of increasing the value 
and usefulness of this volume will be gratefully received by 
us. 

B. V. N. 
H. K. D. 




PREFACE TO THE FIRST EDITION 

This book analyses the problems of business organisa¬ 
tion and attempts a lucid exposition of the intricacies 
peculiar to them. Although several books on the subject are 
in the market, the need for a book, compact in size yet 
covering all the vital aspects, has been long felt by the 
*'udent as well as the lay public. With the object of meeting 
-His desideratum, we have endeavoured to produce a 
suitable text book that will serve the requirements of the 
candidates appearing for the B. Com. degree examinations 
in the Indian Universities. At the same time care has been 
bestowed to make the book useful to the lay public by a 
rigid adherence to brevity and simplicity of style and an 
avoidance of too much technical jargon. 

A book, shaped to serve as a convenient and suitable 
text book, will hardly contain original dissertations. The 
book brings out in print the lecture notes prepared by us in 
^he course of long years of teaching the subject to successive 
generations of under-graduates. We have based the struc- 
ure of the book on the syllabuses of the B. Com. degree 
•ourses in the Universities in India. 

We take this opportunity of expressing our thanks to 
Ir. V. V. Ramanadham, M. Com (Hons), Lecturer in Com¬ 
merce, Andhra University and Prof. Bhabatosh Datta M.A., 
..L., of Bengal Educational Service for their kind help and 
issistance. 

Any constructive criticism in the direction of increas¬ 
ing the value and usefulness of this volume will be gratefully 
received by us. 


B. V. N. 
H. K. D. 
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CHAPTER I 


NATURE AND FORMATION OF 
BUSINESS UNITS 

GROWTH OF BUSINESS UNITS 

Nature has endowed the countries of the world with 
different natural resources under different climatic and 
physical conditions. Uneven distribution of these resources 
is the basis of commercial intercourse between the various 
countries of the world. With the growth of civilization 
and increase of population, human wants have increased 
and this has accentuated the need for exchange of goods 
between different parts of the world. When the wants of 
men were few and communications primitive, the demands 
were of a purely local nature, production was limited to 
the needs of the local people and business units (commercial 
or manufacturing) engaged in such activities were 
neccessarily of a small size. With the growth of large 
scale production under the modern factory system, not 
only did the size of such productive units increase but there 
was also an increase in the size of commercial units, for 
disposing widely and economically commodities produced 
on a large scale. 

The variety of bu'/.ness units which we have nowadays 
ai'ound us may be considered to be the result of an 
evolutionary process. Sole trader proprietory concerns and 
partnerships are the oldest type. Before the advent of the 
industrial revolution, production was necessarily carried 
on in a small scale. The capital required was compara¬ 
tively small. *Each business unit had a limited area of 
operation due to the local character of its business. " It is 
no wonder that the sole trader and partnership concerns 
were then the most common types of business units. It 
was then possible for a single individual or a single 
individual with his friends and relatives, to supply the 
necessary capital and managerial ability required for the 
success of their business unit. 

With the transformation of mediaeval industry charac¬ 
terised by handicraft system into the domestic system, and 
1393—1 



2 


FUNDAMENTALS OF BUSINESS ORGANISATION 


of the domestic system further into the factory system as a 
result of the industrial revolution, there was a considerable 
change in the structure and operation of business units. 
The size of business units was enlarged, each type of 
industry concentrated at a particular place and the sphere 
of operation of the units too was also extended from the local 
to the national and from the national to the international 
fields. Huge capital was required for such enlarged 
activities. It was not possible for a single man or family 
or for a few individuals to supply all the capital that was 
necessary. It was not also possible for a single man to 
manage efficiently a business unit of a very big size. It was 
necessary for the success of the business unit to enlist 
the association of many persons to secure capital and 
managerial ability, as well as for the distribution of risk 
and liability. It is these factors which led to the evolution 
of partnership organisations and later on, the combination 
of the principle of limited liability with these factors, led 
to the formation and growth of the jointstock company 
organisation. 

The three important types of business units that we see 
around us are the sole trader, the partnership and the 
jointstock company. The change-over from one type of unit 
to another has been a slow and gradual process. Each type 
of business unit had to work within a certain legal frame¬ 
work based on statutory laws as well as customs modified 
from time to time to suit changing circumstances. While 
working within that framework, each realised certain advan¬ 
tages of its own and also certain limitations ; it is these^ 
limitations which precipitated the change-over from one 
type to the other, from the sole trader to partnership and 
from partnership to jointstock company. Not all the advan¬ 
tages were the result of stautory enactments ; some were the 
outcome of the very nature of the constitution and 
organisation of the business units themselves. It should be 
noted that it is not economic expediency alone that makes 
possible the birth and growth of this or that type of 
business unit. For the growth and prosperity of any type of 
business unit there must be legislative sanction with some 
nurturing influence. Without such protective nourishment 
no business unit with its inherent merits can develop to the 

1 Advantages and drawbacks of each are discussed in detail 
at a later stage. 
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fullest extent possible. To take an example, trusts, it is well 
known, have special advantages of their own, yet as a result 
of the passing of Anti-Trust Laws in America they could 
not function. Again, it maybe said that m spite of many 
advantages such as facility of formation, unity of manage¬ 
ment and continuity of policy, there has not been an 
increase in the number of partnership concerns compared 
to that of joint-stock companies, due to the unlimited joint 
and several liability imposed on the members of any 
partnership concern. (We agree with Haney when he says, 
from the association standpoint the various forms of 
business organisation are, as such, children whose father is 
economic expediency, and whose mother is the law.^^^ 
Haney’s analogy is very appropriate. He rightly compares 
economic expediency to the father. Economic expedienpy. 
is the driving force that brings into existence different 
types of business units in the evolutionary process of a 
quest for economy in production and distribution. On the 
other hand, these different types of business units cannot 
prosper without the motherly nourishment and protection 
which the state affords by its legislative measures. In 
brief, economic expediency is as basic as the father in the 
direct motivation to a business formation and independent 
of it the latter has little reason for its sustained existence, 
whereas law is as protective as the mother in the smooth 
development of the business so . formed by providing all 
facilities for its growth and by removing all handicaps that 
block its path. Various business units from the point of 
view of degrees of association are: sole trader, partnership, 
jointstock company and combination of the different types. 

SOLE TRADER 

^ ^ K. 

Sole trader or individual proprietorship is pjpba bly the 
oldest type of business unit which, quite likely, came into 
existence as soon as the community felt the need for an 
exchange of commodities. This type of business units 
w^re found to be operating even earlier than modern 
monetary and legal systems. The formation of a business 
unit of this type is immune to the formalities to be under¬ 
gone in incorporating a jointstock company. Anyone with 
capital, initiative, tact, ability and necessary business 
knowledge can start a business of his own, the ownership, 

2 Business organisation and combination^ by Haney. 
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management and control of which vests in him. He is his 
own master. He takes all the risks and enjoys all the 
profits. In the words of Grestenberg he owns all and 
risks all.*^ He should take special note of the fact that in 
doing his business he violates no law and does not interfere 
with the rights of others or do a business which is declared 
illegal according to the law of the land. In many a case 
the sole trader is helped by the members of his family, 
mostly his children, whom he initiates into the business 
line and trains in the expectation that after him his 
business may continue in their hands. The business is 
thus expected to pass from father to son as a hereditary 
concern. But it must be noted that even though the 
business continues to exist after the death or retirement 
of the original proprietor, yet in the eyes of law it has no 
continuity. It ceases to exist with the death or retirement 
of the original owner, as in the eye of law sole trader’s 
business unit is not considered to be a distinct entity 
independent of him. 

A sole trader supplies the capital either from his own 
savings or by borrowing. He generally manages his business 
himself and that too with efficiency, if he is a man of 
character, tact and ability. He will always be in close 
touch with all the departments of his business and so is 
able to take immediate decisions as and when required. If 
the size of the unit expands, he may ha\ c to t^^ke the help of 
paid assistants, who, naturally, cannot be expected to take 
the same amount of care and trouble as the proprietor 
himself does. The scope of expansion of such a type of 
business unit is necessarily limited by the ability 
of the sole trader and the capital he can supply. The 
principle of unlimited liability imposed on this form of 
business unit by law is one of its serious handicaps. His 
whole property is liable for all the debts of his firm. In a 
way the concept of unlimited liability may help the sole 
trader in getting credit from his creditors, at least to the 
extent of the value of the property owned by him. And this 
will usually be more than what he can get if his liability 
is limited to extent of the capital invested by him in the 
business. 

This kind of business unit may be considered to be the 
most flexible type of business enterprise. The ease with 
which this type of business unit is formed, offers opportu- 
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nity to men of small means to start an independent busi¬ 
ness of their own and earn a living. Even today this is tlgie ^ 
most common form of business unit which will flourish 
where personal service and qualities play a large part in 
the success of the enterprise. Althogh the limit of expan- 
“sion of a business unit of this type is small, yet it may be 
said that many big business institutions of to-day, such as 
the Ford Company, had their origin in this way. 

PARTNERSHIP 
Selection of Partners 

Partnership type of business unit comes into existence 
for one of the following two reasons. It may be due to a 
desire on the part of the sole trader to extend his activities 
for which purpose he wants somebody to join him by con¬ 
tributing capital as well as necessary business knowledge, 
tact and managerial ability. That is, a sole trader may try 
to convert his business into a partnership concern. It may 
also be brought into existence as the result of a desire on 
the part of two or more individuals to start a business of 
their own by combining their capital and energy for such 
purpose. Whatever may be the case, in the choice of 
colleagues the same factors will weigh with the persons 
who are willing to form a partnership organisation. It 
will be clear from the discussion below that the essence of 
partnership is mutual trust and therefore great care should 
be bestowed in selecting partners. One should not only 
look into the question of capital brought in by the other 
member but one should see whether the proposed colleague 
has a business instinct, combined with an interest in the 
type of business they are about to undertake, whether he is 
a ' man of character and ability, or whether he can bring 
with him business experience which may stand the firm in 
good stead. Each one must find out whether the work can 
be done together in* harmony and whether each of the 
partners can really contribute something towards the 
successful working of the firm. There are instances where a 
partner is taken without any contribution of capital on his 
part because his outstanding ability and experience will be 
a valuable acquisition to the firm. On the other hand 
there may be instances where a partner may supply the 
necessary captital and not take any active part in the 
affairs of the firm. Such a partner is known as a sleeping 
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partner. A wrong choice of partners will lead to painful 
consequences in the future. Family relationship or friend¬ 
ship should not weigh unduly in the matter of selection 
of partners. 

PARTNERSHIP DEFINED 

Partnership is defined in sec. 4 of the Indian Partner¬ 
ship Act of 1932 as the ** relation between persons who 
have agreed to share the profits of a business carried out 
by all or any one of them acting for all The Act further 
says ‘ ‘ the rela tion of partnership arises from contract and 
not from status This contract may be oral, express or 
implied. But it is always desirable to put it into writing 
to avoid difl&culties that might arise in the absence of a 
written one. The law further states that in determining 
the existence of partnership ‘‘regard shall be had to the 
real relation between the parties as shown by all relevant 
facts taken together It is thus clear that mere sharing 
of profits and losses between two or more individuals does 
not constitute a partnership between them. 

JOINT HINDU FAMILY FIRM 

The law, in making clear that the relation of partner¬ 
ship arises from contract and not from status, differentiates 
a partnership from a “ Joint Hindu Family Firm carrying 
on a family business as such. A Joint Hindu Family Firm is 
a special type of business unit composed of the members of 
a Joint Hindu Family. The peculiarity of this firm is that 
unlike a partner snip firm it has a perpetual legal exis¬ 
tence. The firm is not dissolved by the death of any 
partner technically known as coparcener. It is managed by 
the head of the family known as the ‘ Karta % and other 
members cannot take any active part in the administration 
of the firm, nor are they authorised to act in its name. 
Liability in respect of the debts of the firm of the copar¬ 
ceners is limited to the extent of their share in the joint 
family property. Their separate property is not liable for 
the debts of the firm. The law has also made a distinction 
between partnership and a business carried on by a 
Burmese Buddhist husband and his wife as such. 

LIMITED PARTNERSHIP 

Under the English law, according to the Limited 
Partnership Act of 1907, there can be limited partnership 
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firms. In a limited partnership firm, partners are divided 
into two categories, (a) General Partner or Partners and 
(b) Limited Partner or Partners. The latter class has a 
limited liability, limited to the extent of the capital con¬ 
tributed by such partner or partners. The rights of such a 
partner are also very much restricted. Some of the impor¬ 
tant restrictions placed are (a) in connection with the 
drawings and (6) the managment of the partnership busi¬ 
ness. The death of a limited partner does not affect the 
continuance of the firm. There must be at least one 
partner known as ‘ ‘ General Partner ^ ^ whose liability for 
the debts of the firm is unlimited. Such a partnership must 
be registered. 


MINOP. AS PARTNER 

As the relation of partnership arises* from contract, the 
question of a minor becoming a partner is a matter of 
special significance. By sec. 30 of the Act a minor with 
the consent of all the partners may be admitted to the 
benefits of partnership The wording ‘‘ may be admitted 
to the benefits of partnership signifies that his position in 
the partnership is quite different from that of the other 
partners. A minor has no personal liability for the acts 
of the firm ; his liability • for the acts of the firm is limited 
to his share in the partnership. But he has access to and 
can inspect and copy any of the accounts of the firm. He 
has no right to sue other partners for an account or for 
payment of his share of the property or profits of the firm 
save when severing his connexion with it. 

The minor on attaining majority has the option of 
becoming or not becoming a full-fledged partner in the 
firm, provided he gives a public notice to that effect within 
six months of his attaining majority. If he fails to give 
such notice he shall become a full-fledged partner in the 
firm on the expiry of the said six months ; and his rights 
and liabilities as a minor continuf^ up to the date on which 
he becomes a partner, but he also becomes personally 
liable to third parties for all the acts of the firm done since 
he was admitted to the benefits of partnership, his share 
being the share to which he was entitled as a minor. 

When he elects not to become-a partner his share shall 
not be liable for any acts of the firm done after the date 
of the notice; his rights and liabilities shall continue to 
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be those of a minor up to the date of the notice given by" 
him and he shall be entitled to sue the partners for his 
share of the property and profits. 

DOCTRINE OF HOLDING OUT 

According to sec. 28 of the Indian Partnership Act of 
1932 a person though not really a partner in a firm becomes 
liable as a partner if he by his words, writings or conduct 
represents himself or knowingly permits himself to be 
represented as such to a third party who on such represen¬ 
tation has given credit to the firm. And the liability holds 
good even if the person does or does not know that the 
representation has reached the person so giving credit. 
This liability of the person is based on the principle of 
what is known as the ** doctrine of holding out. 

PARTNERSHIP DEED 

After selecting the partners it is desirable to draft 
what is known as a partnership deed. It is nothing but 
an agreement between the partners setting out in detail 
the clauses that determine their mutual rights and 
liabilities. There is no obligation in law to have such 
a deed. But the importance of such a deed cannot be 
over-emphasized. The existence of such an agreement 
will prevent the occurrence of unpleasant situations in 
the future. Unexpected losses, unanticipated profits, 
heavy drawings by one or more of the partners, calculation 
of goodwill are the issues on which spontaneous unanimity 
is diflBcult to achieve among the partners. Lest these 
should later lead to expensive litigation, it is preferable 
to have a partnership deed to prevent such mishaps. Each 
firm may have its own partnership deed, but generally 
the following are the important points for which provision 
should be made in the deed. 

1. Term and duration of partnership—Whether it is a 
‘ partnership at will ^ or a ‘ particular partnership. * 
The former means a partnership for which no 
provision is made in the contract for its duration or 
for its determination ; the latter means a partnership 
for a particular adventure. 

2. Amount of capital to be supplied by each partner. 
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3. Division of profits and losses—in the absence of anjr 
specific provision on this point, partners would share 
profits and losses equally. 

4. Amount that each partner is allowed to draw, or any 
other restriction on drawing. 

5. Whether any interest is to be charged on capital as 
well as on drawings ; if so, at what rate. 

6. Amount of salary, if any, to be given to any partner. 

7. Actual division of managerial responsibility amongst 
the partners. 

8. Ascertainment of goodwill and its division on the 
dissolution of partnership owing to death, retirement 
or introduction of a new partner. 

9. Settlem^^nt of accounts at the dissolution of the firm. 

10. Arbitration clause—to settle disputes that may arise 

amongst the partners without going to a court of law. 

LEGAL FORMALITIES 

As regards the formation of a partnership there are 
not many legal formalities to be complied with. As already 
noted, any two or more persons may join together and 
start any business which is not illegal. A.n upper limit is 
placed with regard to the number of members in a firm. 
By sec. 4 (1) and (2) of the Indian Companies Act partner¬ 
ship consisting of more than ten persons in the case of 
banking companies and more than twenty in the case of 
others is prohibited. 

The intention of legislature in prohibiting large 
partnership companies or associations coming into 
existence, is to protect the public against great unforeseen 
diflSculties and expenses to which they may be put to by 
dealing with large trading undertakings having no separate 
legal existence of their own, and being carried on by large 
fluctuating bodies. 

The Indian Partnership Act of 1932 has introduced 
provisions for registration of partnership firms. Registra¬ 
tion has not been made obligatory but an unregistered firm 
labours under great many disabilities. The effect of non¬ 
registration is, that no suit can be brought by one or more 
of the partners, either against the firm or against each 
other, as also against any third party. It will not however 
prevent any third party suing the firm or one or more 
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partners of the firm. It will not also prevent a partner 
bringing a suit for (a) dissolution of the firm (6) accounts of 
the dissolved firm or (c) realising the property of the 
dissolved firm (Sec. 69). 

Registration is effected as per sec. 58 by filing with the 
Registrar of Firms of the area concerned, with the 
necessary fee, a statement signed by all the partners or by 
their agents specially authorised in this behalf, disclosing 
the following information. (1) The name of the firm 
(2) Principal place of business of the firm (3) Names of any 
other places where the firm carries on business (4) Date on 
which each partner joined the firm (5) Names and addresses 
in full of all the partners of the firm (6) Duration of the 
firm. 

A partnership concern may carry on business under 
the title of any firm name it may choose, subject to the 
restriction imposed by Sec. 58 (3) of the Act. Even though 
the persons who enter into partnership are collectively 
known as a firm and the business may be carried on under 
a firm name, in the eyes of law a partnership firm like a 
sole trader is not considered to have any separate legal 
entity apart from the members composing it. 

PARTNERS, RIGHTS AND LIABILITIES 

In the absence of any partnership deed, the practice of 
the firm during its active years of work will provide the 
basic data to ascertain partners’ mutual rights and 
liabilities. Where this is not posssible, sections 9 to 
17 of chapter III of the Indian Partnership Act of 1932, will 
apply. These sections deal with the relations of partners 
with one another. Some important matters mentioned there 
are the following; Partners .must be just and faithful to one 
another and render true accounts of the firm to the other 
partners or their legal representatives. It is the duty of 
every partner to indemnify the firm for loss caused to it by 
his fraud or wilful neglect in conducting the business 
of the firm. The firm also shall indemnify a partner 
in respect of payments made and liabilities incurred by 
him in the ordinary and proper conduct of the business. 
Every partner has a right to take part in the conduct of the 
business and to inspect and copy any of the books of the 
firm. Ordinary matters affecting the business may be 
decided by the majority of the partners. Any personal 
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profit earned by a partner from the use of the property or 
business connection of the firm or the firm name, or, if it 
arises out of any business of the same nature competing 
with that of the firm shall be accounted for by that partner 
and paid to the firm. 

Each partner is jointly and severally liable for all the 
debts of the firm. The creditors of partnership firms can 
either sue a single member or all the members of the 
partnership firm for the amounts due to them from the 
firm; and in case the firm’s property is not sufficient to 
meet all the debts, the private properties of individual 
members are utilised to satisfy the creditors’ dues. This 
unlimited, joint and several liability may act favourably 
from the point of view of getting credit from third parties. 
Compared to sole trader a partnership business has greater 
opportunity for acquiring capital and managerial ability. 
The possibility of expansion is greater here than in the case 
of a sole trader’s organisation but less than in the case of an 
organisation formed on jointstock principle. 

However, the possibility of partnership organisation 
growing to a remarkable size is not wholly absent. Many 
of the big business institutions of to-day such as Rockefeller 
Andrews and Flagler in the oil refining industry in America 
were started originally us partnership concerns. They, like 
many other business institutions, had to be incorporated 
later as joint stock companies, as this form of organisation 
offered some decided advantages over partnership. 

It may further be remarked that ‘*our industrial and 
commercial history shows that nearly all pioneer enter¬ 
prises have been carried out in the past by individuals, or 
by partnerships, or by private companies. It is true that 
very large pubic corporations, so large that they can afford 
a certain number of failures, sometimes embark on new 
developments or enterprises of a risky and uncertain 
nature, but in India such corporations are few. For most 
of its pioneer enterprises, of a kind that can not be recom¬ 
mended with reasonable confidence by a board of directors 
to the shareholders of a public company, India must rely 
on partnerships or private companies”.^ 

3 Quoted from the presidential address of Mr. A. P. Benthal 
at the Annual General Meeting of the Associated Chambers of 
Commerce (1948). 
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JOINTSTOCK COMPANIES 

JOINTSTOCK COMPANIES DEFINED 

, A jointstock company is defined as an artificial person 
created by law with a perpetual succession and having a 
common seal. This ^definition brings into clear relief the 
important features of a joinststock company which differ¬ 
entiate it from partnership and sole trader organisation. 
The following are the distinguishing features of a jointstock 
company. 


DISTINGUISHING FEATURES 

1. A jointstock company has a separate legal existence 
apart from the persons composing it ; whereas a 
partnership organisation, though collectively known 
as a firm, or a sole trader, has no such legal existence 
in the eye of the law, separately from the persons 
composing it. 

2. A jointstock company has the character of perpetuity 
unlike a partnership or a sole trader. A sole trading 
concern is dissolved with the death of the sole trader, 
and in the case of a partnership, death or retirement 
of any member of the partnership dissolves the 
firm. 

3. In the case of a public limited jointstock company, 
the maximum number of members is unlimited, the 
minimum being seven ; in the case of a private limited 
jointstock company the maximum is fifty, not 
including persons who are in the employment of the 
company and the minimum is two. In a partnership 
the maximum number is limited to ten in the case 
of banking companies and to twenty in other lines 
of business. 

4. In the case of a jointstock company, the liability of 
each member, known as a shareholder, is either 
limited by guarantee or by the shares he has taken. 
If the amount due on shares is already paid, a member 
is not further liable to be asked to contribute anything 
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towards the debts of the company even if the assets 
of the company are not sufficient to meet its debts. 
The liability of a member of a partnership firm or of a 
sole trader is unlimited and in the case of the former, 
it is also both joint and several. 

5. Every member of a partnership firm is an agent of the 
firm and also of the other members so long as he acts 
within the scope of the business. The shareholder of 
a jointstock company has no such authority. 

6. In a jointstock company (except in the case of a private 
limited company) the shares are transferable provided 
the article? of the company allow such transfer and 
generally every company allows it. A partner in a 
firm cannot transfer his interest without the consent 
of all the other partners. 

7. A partnership firm can change the scope of its business 
at any time with the consent of all the partners, 
whereas a jointstock company cannot do any business 
not already included in the object clause of the 
memorandum of association of the Company. A change 
in the object clause under conditions laid down in the 
Companies Act is necessary before any alteration in 
the scope of the business is given eflFect to. 

othek features 

On account of limited liability and diffusion of owner¬ 
ship in jointstock company organisation, there is greater 
chance of mobilising a vast capital than is possible under 
partnership or in sole trading concerns. But at the same 
time the question arises : do we find here the unity of 
management which is one of the essential requisites for 
the success of any kind of organisation ? It is present in 
the management of a sole trading concern and, though 
to a lesser extent, in the case of a partnership concern also 
but its existence in the management of a corporation is 
always open to question. The defect is inherent in the 
very fact of the management of jointstock companies being 
in the hands of a board of directors. The board of directors 
is composed of different people with different ideas. In 
many a case the board has to follow the path of least 
resistance. Many a decision taken by the board may not 
be bold ; its resolutions may be only a set of compromises. 
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Again, the fact that one-third of the total number of 
directors should retire from office at the ordinary meeting 
every year, subsequent to the first ordinary meeting of the 
company as per regulation 78 of Table A of the 1. C. Act 
(which is obligatory on every company), makes the 
composition of the board of directors liable to change every 
year ; and with such a change in the personnel of the board, 
the directors* policy may change. A frequent change in 
policy cannot be considered to be always in the best 
interests of the company. A policy once adopted must have 
the opportunity of continuing for a sufficient length of 
time to test its success. Even if there is no change in 
the personnel of the board of directors and the retiring 
directors do continue still, in many a case, the members 
of the board, being dependent upon the votes of the 
electorate—the shareholders—may not be able to pursue 
a policy of their own which they might think to be the 
best. Thus a continuity of policy unhampered by excessive 
interference may be lacking in the management of 
jointstock companies. ^ 

It should not, however, be thought that management by 
a board of directors is always bad. In order that administra¬ 
tion by directors may prove beneficial to the company, 
shareholders must see that they elect the right type of 
people as directors and that the board is a well balanced 
one. In addition to this, shareholders must always take an 
active interest in the affairs of the company. ^ 

The jointstock company organisation, it may be 
charged, tends to be less elastic, less adaptable, than a sole 
trading or partnership firm. In certain respects the board 
of directors is in the position of a trustee of the share¬ 
holders, and so there is the danger of their policy being of 
a caretaking rather than enterprising nature. It is certainly 
more stagnant and less capable of quick change than the 
other two. Also, the danger of being reckless and over 
enterprising cannot be considered to be wholly absent. 
The transferability of shares of a public limited company, 

1 It may be noted here that the managing agency system of 
company administration has obviated this drawback to a certain 
extent. This is explained in detail in the chapter on managing 
agency. 

? Discussed in detail later. 
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combined with the principle of limited liability, has 
encouraged the investment of funds in the shares of these 
companies. Investments which are fixed from the stand¬ 
point of the community are rendered liquid from the 
standpoint of the individual. Joints!ock company organi¬ 
sation has also been a benefit to society as a whole in 
offering opportunity for mobilising in the sei*vice of 
industry, ability and talent which would otherwise have 
remained undiscovered and undeveloped. 

✓ 

PUBLIC AND PRIVATE COMPANIES 

Joinstock companies ai e companies incorporated under 
the Indian Companies Act. There are also companies with 
limited liabilities operating on joirtstock principles incorpo¬ 
rated by an Act of the Governor-General-in Council. Two 
important institutions of this type are the Reserve Bank of 
India* and the Impeidal Bank of India, both of which are 
constituted by special Acts and the liability of whose share¬ 
holders is also limited. Companies may also be incorpo¬ 
rated by Royal Charter or Letters Patent. 

Jointstock companies operating and incorparted under 
the Indian Companies Act are divided into three groups : 
(a) Private Limited Companies ; (6) Public Limited 
Companies, which may again be limited by shares or by 
guarantee with or without having a share capital; and 
(c) Companies with unlimited liability. 

A public company has been defined as a company 
incorporated under the Indian Companies Act VII of 1913, 
as amended by Act XXII of 1936, or under the Indian 
Companies Act 1882, or under the Indian Companies Act 
1866, or under any act repealed thereby, which is not 
a private company, A private company has been defined 
by sec. 2 (13) of the Act ^ as a company which by its 
articles (a) restricts the right to transfer the shares, if any, 
and (6) limits the number of its members to fifty, not 
including persons who are in the employment of the 
company, and (c) prohibits any invitation to the public to 
subscribe for its shares, if any, or debentures of the 
company. 

3. Sections refered to in this chapter are the sections of the 
Indian Companies Act, unless specially stated otherwise. 

* Before its nationalisation 
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CERTIFICATE OF INCORPORATION 

When a company obtains a certificate of incorporationit 
means that from the date of incorporation it gets recognition 
in the eye of the law as a separate entity apart from the 
persons composing it. It is as if the company were born on 
the date on which it has obtained the said certificate. In order 
to obtain the certificate of incorporation, the following 
formalities have to be gone through. In the case of a 
private company, the documents to be filed with the 
Registrar of Jointstock Companies of the province in which 
the company is to be situated are (a) Memorandum of 
Association (6) Articles of Association and (c) Declaration 
under sec. 24 (2) by a person authorised to make it, of 
compliance with all requirements of the Act in respect of 
registration. A private company can straightaway com¬ 
mence business after receipt of the certificate of in¬ 
corporation. 

In the case of a public limited company, the documents 
to be submitted are (a) Memorandum of Association 

(b) Articles of Association, if an^/ (if not Table A applies) 

(c) List of directors (d) Directors' consent to act as such 
(e) and declaration under section 24 (2) by an attorney, 
advocate or a pleader entitled to appear before a High 
Court who is engaged in the formation of a company or by 
the director, manager, or secretary of the company that ail 
the requirements have been complied with. Under Sec. 72, 
notice of situation is required to be submitted within 28 
days after the date of incorporation, or as from the day on 
which it begins to carry on business, whichver is earlier. 

CERTIFICATE OF COMMENCEMENT OF BUSINESS 

The next thing for the newly started company to do is 
to obtain the commencement of business certificate. The 
mere receipt of a certificate of incorporation does not entitle 
the company to start business. It is only when the company 
receives the commencement of business certificate that a 
company is allowed to carry on business and exercise its 
borrowing powers, if any. In short, it now becomes a 
full-fledged concern entitled to carry on business operations 
according to its charter, the memorandum of association. 
To obtain the commencement of business certifiicate, the 
company must comply with the requirements of sec, 103, 
which in brief are as follows : 
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That (a) Shares held subject to the payment of the whole 
amount thereof in cash have been allotted to an 
amount not less in the whole than the minimum subs¬ 
cription and 

(6) Every director has paid in cash for the shares taken 
or contracted to be taken, his proportionate part of 
application and allotment money to the company. 

(c) A declaration filed with Registrar by the secretary or 
one of the directors, in the prescribed form, that the 
aforesaid conditions have been complied with, and 

(d) In case the company has not issued any prospectus, 
a statement in lieu of prospectus has been filed with 
the Registrar. 

Sec. 162 (iii) says also that if a company does not 
commence business within a year from its date of incorpo¬ 
ration it is to be wound up by the Court. So the said 
certificate must be obtained within that period. 

Both public and private limited companies operate 
within the fru,me-work of the Indian Companies Act. But 
all the provisions of the Act do not apply to private limited 
companies. In the matter of incorporation, receipt of 
commencement of business certificate and operation, 
private limited companies are relieved of a number of 
formalities that are imposed on public limited companies. 
Unlike public limited companies, they are not under any 
legal obligation to furnish particulars about the manage¬ 
ment and financial position of the company to their share¬ 
holders. For these reasons it is said that private limited 
companies enjoy certain privileges. 

PRIVILEGES OF PRIVATE LIMITED COMPANIES 

The privileges enjoyed by private limited companies 
are as follow :—(a) Any two persons may form a private 
company. [Sec. 5] Private companies are exempted from 
(6) forwarding and filing a statutory report or holding a 
statutory meeting, [Sec. 77] (c) forwarding audited balance 
sheet, profit and loss account, or income and expenditure 
account together with an auditor’s report to the members 
of the company or deposit a copy of the same at the regis¬ 
tered office of the company. (Sec. 131 (3)], (d) forwarding 
a copy of the balance sheet and profit and loss account to 
the Registrar of Joint Stock Companies [Sec. 134]. 
1393—2 
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(e) Directors of private companies need not file with the 
Registrar their consent to act as such or sign the memo¬ 
randum of association or contract for their qualification 
shares. [Sec. 84]. (/) Directors may proceed with the allot¬ 
ment of shares before the minimum subscription is subscri¬ 
bed, or in the absence of specific mention of the minimum 
subcription, the whole amount of the share capital [Sec. 101]. 
(g) A private limited company may commence business as 
soon as it is incorporated [Sec. 103]. (h) It is not necessary 
for a private limited company to file with the Registrar a 
statement in lieu of prospectus [Sec. 98] (i) Statutory provi¬ 
sion limiting the managing agent^s nominee to the board of 
directors shall not apply to a private company [Sec. 87 I] 
(j) The provision relating to the fixation of the number of 
directors to not less than two-thirds of the whole number 
whose term of office is liable to determination at any time 
by retirement of directors by rotation shall not apply to a 
private company [Sec. 83 B (2)]. (k) In the case of a private 
company, if not more than seven members are personally 
present in a meeting, one member and if more than seven 
members are personally present, two members shall be 
entitled to demand a poll [Sec. 79 (1) (c)]. (1) In the case of 
a private company two members personally present in a 
meeting shall form a quorum, in the absence of any 
provision to this effect in the articles of the company. 
[Sec. 79 (2) (b)]. 

Under the Indian Companies Act a distinction has been 
made between an ordinary private limited company and a 
private limited company which is subsidiary to a public 
limited company. Private companies which are subsidia¬ 
ries of public limited companies do not enjoy certain 
privileges which are enjoyed by other private companies. 
To such other private companies the following regulation 
of Table A and sections of the Indian Companies Act do 
not apply. 

1. Regulations 78, 79, 80, 81 and 82 of Table A relating to 
retirement of directors by rotation [Sec. 17 (2)]. 

2. Provisions of Sec. 54 A (2) relating to financial assis¬ 
tance for purchase of shares. 

3. Sec. 79 (1) dealing with provision relating to general 
meeting. 

4. Sec. 83 A providing for a minimum number of three 
directors for a Company. 
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5. Sec. 86 D (3) relating to loans given to directors. 

6. Restrictions on powers of directors as in sec. 86 H. 

7. Sec. 87 A dealing with the duration of appointment 
of managing agent, for a term of more than 20 years at 
a time. 

8. Sec. 87 (C) deaj.ing with remuneration of managing 
agent. 

9. Sec. 87 D dealing with loans to managing agents. 

10. Sec. 91 B dealing with prohibition of voting by 
interested director. 

11. Sec. 91 D regarding contracts by agents in which the 
company is undisclosed principal. 

12. Subject to the restriction imposed by Sec. 144 (5) ^ 
any person may be appointed auditor of such other 
private companies. 

WHY THIS DIFFERENTIAL TREATMENT ? 

It is clear that the privileges enjoyed by private 
companies are the restrictions imposed upon public limited 
companies. Therefore it might naturally be asked why 
this is so ? Why are the private limited companies placed 
on a different footing ? It is also interesting to examine how 
far these privileges are advantageous from the point of 
view of the share holders of a private limited company. 
The law by imposing on the activities of a public limited 
company the restrictions enumerated above (which are 
the privileges of a private limited company) wants to give 
its members some sort of protection against unscrupulous 
company promoters and greater rights in the affairs of the 
company. Hence, the privileges enjoyed by private limited 
companies as such may be viewed as a denial of the 
privileges that are given to the members as such of a 
public limited company. These rights and protection are 
not given to the members of A private limited company. 

4 The following persons : that is to say (a) a director or officer 
of the company, and (6) a partner of such director or officer ; and 
(c) in the case of a company other than a private company (not 
beingit^ho subsidiary company of a public company) any person 
in the employment of such directors or officer and (d) any person 
indebted to the company, shall not be appointed auditors of the 
company. 
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A private limited company is not allowed to invite the 
public to subscribe for its shares and debentures, so persons 
who become members of a private limited company cannot 
be expected to get the same amount of protection. By 
restricting the right to transfer its shares, it is ensured 
that there will be no change in the composition of members; 
and by limiting the number of members to fifty, member¬ 
ship is restricted to a small group of persons. All this 
means, that private limited companies are formed by 
persons who thoroughly know each other, have common 
understanding amongst themselves, and have confidence in 
those in charge of management, in the absence of which 
factors such institutions cannot grow healthily. 

In the case of public limited companies the position is 
otherwise. It invites the public to subscribe for its shares 
and debentures and it is but natural that some amount of 
protection should be given by the State to such an investing 
public. Absence of protection will not only result in the 
loss of money by investors but it will have a far reaching 
effect on the development of industries and other institu¬ 
tions started on the jointstock principle. Each company 
failure will create a feeling of nervousness in investors, 
which will mean a set-back for the growth of jointstock 
companies. 

In recent years there has been a great increase in the 
number of private companies so much so that the 
precentage of private to public companies has also increased 
very much. Consequently the question of withdrawing 
many of the privileges enjoyed by these companies is 
engaging the attention of the Government. The Govern¬ 
ment of India, Ministry of Commerce, in their memorandum 
on the amendments to the Indian Companies Act, suggested 
that the activities of private companies should be subject 
to control and greater publicity in the interest of the public 
and to this end amendments to the Secs. 54 A (2), 91D, 
144 (5), 79 (1), 84, 87 D and 146 have been suggested. This 
seems to be desirable. 

Before the passing of the Indian Companies Amendment 
Act of 1936 there was a strong desire among the public, and 
also on the part of the State, to prevent the formation of 
mushroom companies, to put down fradulent ones and give 
increased disclosure to shareholders of the financial position 
of the company as well as increased rights to shareholders in 
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connexion with the management of the company. The 
Act, among other things, has tried to ac|jieve these things 
by incorporating certain new sections, some of which are 
examined below. 

THROTTLING MUSHROOM COMPANIES 

By fixing the minimum subscription in Sec. 101 (2) (a) 
to (d) at a figure which would provide for (a) the purchase 
price of any property purchased or to be purchased out of 
proceeds of the issue of shares (6) preliminary expenses and 
commision for procuring a purchaser of shares (c) moneys 
borrowed by the company in respect of the matters stated 
above and (d) working capital, and requiring the minimum 
subscription stated in the prospectus to be reckoned 
exclusively of any amount payable otherwise than in cash 
and by asking the amount to be payable on application to 
be not less than five percent of the nominal amount of the 
share, the legislature has attempted to prevent the growth 
of companies of weak financial position. But as the act 
only requires information in total and not necessarily de¬ 
tailed figures for each of the four items specified above, as is 
required under Sec. 47 of the English Act of 1948, it has 
enabled the directors and company promoters to state a 
lump sum as the minimum subscription. This does not 
enable the public to judge whether this figure is sufficient 
for the said purpose. The Government memorandum, 
mentioned above, has suggested that detailed figures should 
be given for each of the four items specified. The memo¬ 
randum further says that the present capital structure of 
companies has led to great disproportion between 
authorised and paid up capital and in this connexion it is 
suggested that the share capital of every company, and not 
merely of a banking company, shall not be less than half of 
the authorised capital and the paid up capital shall be not 
less than half of the subscribed capital. This will mean 
a further check upon the growth of mushroom companies. 
The other important measure suggested in this connexion 
is the fixing of the registration fee at Rupees Two per 
thousand, there being no maximum. 

By making it compulsory for every company to deposit 
the application money of prospective shareholders in a 
scheduled bank and prohibiting the company from utilising 
any portion of such money received, until the commence- 
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ment of business certificate is obtained, as laid down in Sec. 
101 (2 B), the prospective shareholders' money is safe¬ 
guarded. The Registrar of Jointstock companies, in Sec. 
166 (a a) (i) and (ii) is empowered to present petitions with 
the previous consent of the local Government for the 
winding up of companies which are found, as a result of an 
investigation under Sec. 138 or from the balance sheet of 
the company, to be unable to pay their debts. This has 
afforded protetetion to the shareholders. Thus, we see that 
these measures have the salutary effect of checking the 
formation and continuation of mushroom companies. 

PUTTING DOWN FRAUDULENT COMPANIES 

In order to put down fraudulent companies, the 
Registrar, under sec. 137 (6), is now empowered to 
investigate the cases of fraud brought to his notice, and 
after enquiry he is entitled to make a report to the local 
Government. According to sec. 141A the local Government, 
on receipt of the report and on advice of the Advocate 
General or Public Prosecutor, shall cause proceedings to 
be instituted against any person, who appears from 
the report to be guilty of a criminal offence in relation 
to the company. If any officer or director is convicted 
as a result of such prosecution, then such officer or director 
is debarred by sec. 141A (4) from directly or indirectly 
taking part in the management of this company without 
leave of the Court for a period of five years. The Act in 
sec. 86A (1) prohibits an undischarged insolvent from 
acting as a director or managing agent or manager of 
a company. 

Working of the act in the matter of investigation 
has revealed that the provisions under which the Registrar 
can move are too limited for any effective action and the 
procedure laid down is so dilatory that by the time an 
enquiry is held and the time comes for legal action, the 
culprits manage to tamper with evidence and dispose of 
the assets of the company. But even this limited action 
cannot be taken in most cases, as various technical 
requirements have to be satisfied. The Government 
memoranduni, therefore, suggests that as in the case of 
banking companies where provision has been made for 
inspection by the Reserve Bank under orders of the 
Central Government, a provision should be made in the 
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Indian Companies Act for inspection of other companies 
by the Registrar or some qualified inspectors when so 
ordered by the Central Government. Further, in order 
that the investigation of the mismanaged company may 
result in either the rehabilitation of the company or the 
punishment of the delinquents, various amendments to the 
Act have been suggested in the Government memorandum, 

DISCLOSURE OF GREATER INFORMATION 

The new form << F according to which the balance 
sheet of every company has to be drawn up, gives the 
shareholders a great deal of information abcut the financial 
position of the company'^ a. Compulsory compilation of 
profit and loss account according to sec. 131, the directors 
report as to the affairs of the company as per sec. 131A, the 
report by the auditors on the documents audited by them 
and the circulation of these among shareholders 14 days 
before the annual general meeting of the company as laid 
down in sec. 131 (3), give the shareholders sufficient 
opportunities to know the financial position of the company 
and also about the company's activities during the period 
covered by the report. Under sec. 83 (4) shareholders are 
given the opportunity to inspect the minutes of proceedings 
of any general meeting of a company and under sec. 87 (3) 
provision is made for inspection by the shareholders of the 
register furnishing all material information about the 
changes in the personnel of the directors, managers and 
managing agents together with the dates when such 
changes took place. All this will enable the shareholders 
to acquire an intimate knowledge of the company, its 
work and finances. 

INCREASED RIGHTS OF SHAREHOLDERS 

Shareholders have both directly and indirectly been 
given increased rights over the affairs of the company. By 
limiting the powers of the directors, shareholders’ rights 
are indirectly increased. Sec. 86B prevents the assignment 
of offices by directors except with the approval of the share- 

4-a. The Government after consulting a sub-committee of the 
Indian Accountancy Board has in its memorandum suggested 
further modifications of the form in which final accounts of a 
company are to be compiled. 
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holders expressed in a special resolution. Sec. 86E prevents 
a director from holding offices of profit other than those 
of a managing director, manager, banker or legal or 
technical adviser without the consent of the shareholders. 
Sec. 86H prevents the directors of the company from selling 
or disposing of the undertaking of the company or from 
remitting any debts due by a director without the consent 
of the shareholders. All this shows how things which 
were previously done by the directors themselves can now 
only be done with the consent of the shareholders. 

Direct increase in the rights of shareholders is affoi'ded 
in the following manner. According to Sec. 91A (3) a 
shareholder can now inspect the register containing 
particulars of all contracts in which the directors are 
interested, and according to Sec. 86G they are empowered 
to remove directors before the expiry of their term of office 
by passing an extraordinary resolution. All this will make 
the directors more cautious in their dealings with the 
company. By limiting the nominations of the managing 
agents to the board of directors so as not to exceed one-third 
of the whole number of directors and by inclusion of Sub- 
Sec (2) of 83 B® (discussed elsewhere) taken along with 
the provisions of regulations 78 to 82 of table A^ which 
have been now made compulsory for all companies, an 

5. Sec 83 B (2) Notwithstanding anything contained in the 
articles of a company other than a private' comp my not less than 
two-1 birds of the whole number of directors shall be persons whose 
period of office is liable to del ermination at any 4me by retire¬ 
ment of directors in rotation. 

6. Table A 

Regulation 78. At the first ordinary meeting of the company, 
the whole of the directors shall retire from office, and at the ordi¬ 
nary meeting in every subsequent year, one-1 hird of the directors 
for the time being or, if their number is not three or multiple of 
three, than the number nearest to one-third shall retire from office. 

Regulation 79. The directors to retire in every year shall be 
those who have been longest in office since their last election, but 
as between persons who became directors on the same day those to 
retire shall (unless thev otherwise agree among themselves) be 
determined by lot. 

Regulation 80. A retiring director shall be eligible for re- 
election. 
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attempt has been made to give share holders the power to 
constitute a board of directors in the appoinment of the 
majority of which they (share holders) will have a voice. 
Greater rights have now been conferred on the share¬ 
holders, which have the effect of giving some power over 
the managing agents too.^ According to Sec. 79 (1) (e) so long 
as a shareholder’s name appears in the register of share 
holders he cannot be prevented from exercising his power 
and by virtue of section 105 (c) a shareholder is now entitled 
as a matter of right to have his proportionate part in any new 
issue of shares by the company. Shareholders have power 
under Sec. 138 to move the Local Government to appoint 
inspectors to investigate the affairs of the company. They 
have also power under Sec. 142 to appoint an inspector to 
go into the affairs of the company by passing a special re¬ 
solution to that effect. Sec. 79 (3) empowers a shareholder 
to move the Court to call for a meeting of the company, 

EFFECTIVENESS OF THESE RIGHTS 

These are but some of the important rights of share¬ 
holders, an intelligent application of which will go a long 
way in making the directors very careful in the proper 
and efficient administration of the affairs of the company. 
But, in order that the powers given to the shareholders 
may be really useful and effective, a concerted action, as 
opposed to individual action, on their part is necessary. 
Concerted action, however, is difficult to achieve owing to 
the diffusion of capital ownership, apathy and ignorance of 
the shareholders. 


Regulation 81. The company at the general meeting at which 
a director retires in manner aforesaid may fill up the vacated office 
by electing a person thereto. 

Regulation 82. If at any meeting at which an election of 
directors ought to take place, the places of the vacating directors 
are not filled up, the meeting shall stand adjourned till the 
same day in the next week at the same time and place, and if at 
the adjourned meeting the places of the vacating directors are not 
filled up, the vacating directors or such of them as have not had 
their places filled up shall be deemed to have been re-elected at the 
adjourned meeting. 

7 Powers discussed in the chapter on the managing agency. 
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A critical examination of some of these powers will 
reveal their hollowness, or at least the practical difficulty 
in their application. 

Appoinment of inspectors for investigation under Sec. 
138 or Sec. 142 may bring to light misdeeds of any 
member of the board or officers of the company and 
may cause action to be taken to have the delinquent 
member or members punished in a court of law. This will 
have the moral effect of putting a check on the growth of 
fraudulent companies as well as serving as a powerful 
weapon to check the activities of unscrupulous officers of the 
company. But such an action, in addition to becoming a 
post-mortem examination, suffers from other serious draw¬ 
backs. It creates suspicion and distrust in the shareholders 
and resentment in those in charge of management. It gives 
publicity to occasional revelations of managerial incompe¬ 
tence and creates a distrust which attaches itself to good 
and bad business as a whole and undermines the confidence 
of the investing public to a greater extent than may be 
justified by the facts. 

All this also requires prolonged effort on the part of 
the shareholders, and in addition the procedure is 
laborious ; if the shareholders do not care to attend the 
general meeting of the company, can it be expected that 
they will join together later and take concerted action in 
the matter ? Of course in some cases they may be whipped 
into action over some grievance. But is this sporadic action 
of any real use ? 

Shareholders also exercise some control through the 
auditor of the campany. He is appointed by the shareholders 
of the company each year at the annual general meeting 
[Sec. 144 (3)], except the first auditor who may be appoint¬ 
ed by the directors before the statutory meeting, and 
such auditor holds office until the first annual general 
meeting, unless previously removed by a resolution of the 
members of the company in the general meeting, in which 
case members at that meeting may appoint auditors [Sec. 
144 (7)]. It is the duty of the auditor to make a report in 
the prescribed manner on the accounts examined by him 
[Sec. 145 (2)]. 

In the absence of attendance by a large number of inde¬ 
pendent members at the annual general meeting of the 
company auditors cannot always be considered to be really 
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independent although they are supposed to be so, Morever, 
in many cases the warning of the auditor comes too late 
and amounts to locking the stable after the steed is stolen. 

The Government memorandum on the amendments of 
the Indian Companies Act says that the present system of 
appointment of auditors does not help the production of 
independent reports. The Goverment in consultation with 
a sub-committee of the Indian Accountancy Board has 
suggested various recommendations to make the auditor 
really independent. To this end, the memorandum, among 
other things makes the following suggestions. 

(1) On the resolution for appointing auditors, the directors 
and managing agents shall not vote. 

(2) If the auditor's report contains adverse comments on 
the actions of the management, and if, thereupon, he is 
replaced by another auditor the Central Government 
may, under certain conditions, cause him to be re¬ 
appointed in place of the new auditor, who was so 
appointed. 

(3) An auditor who is being replaced by a new one will 
have the opportunity of making a representation to the 
company to which the attention of the shareholders 
must be drawn by the company. 

(4) The auditor should be entitled to be heard at all the 
general meetings which any member of the company 
is entitled to attend, on any part of the business of the 
meeting which concerns them as auditors. 

(5) An auditor shall be automatically re-appointed at the 
annual general meeting without the passing of any 
resolution unless (a) he is not qualified for re-appoint¬ 
ment, or(b) somebody else is expressly appointed in 
his place or he is expressly debarred from re-appoint¬ 
ment, or (c) he is unwilling to be re-appointed and 
notifies the company in writing to the effect. 

All these measures, if approved, will go a long way 
towards the appointment of an auditor who will be really 
independent. 

Directors can not be held liable for errors of judgment. 
They are liable only when there is gross negligence on their 
part, and negligence is a relative term. 
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The position is, that the protection afforded to the 
shareholders and powers given to them by the Act implies 
effective co-orperation as well as perpetual vigilance on the 
part of the shareholders. Sporadic action either on the 
part of the individual or a group, will not improve matters 
very much. Shareholders must be cured of their apathy. 
They must be able to exercise the rights given to them by 
the Act and these rights too must be exercised in an 
intelligent manner. The development of an informed and 
alert public opinion among the proprietors of a jointstock 
enterprise might do more towards improving the methods 
of company administration than any amount of legislation. 
Legislation may give power but it is for the recipient of 
the power to know how best to exercise it for his benefit. 

In this connexion it is suggested in some quarters that 
the application of the principle followed in Germany or 
Holland may improve the position. In the former country, 
a jointstock company has three governing bodies : the 
executive (Vorstand), the Board of Supervisors (Aufsi- 
chtsrat) and the General meeting of Shareholders (General- 
versammlung). The General meeting is the legislative 
body and theoretically the ultimate authority within the 
limits set by the law and the company's own articles. The 
executive is responsible for day-to-day management of the 
company’s affairs; the Board of Supervisors comes in 
between the two for the purpose of keeping a check on the 
executive in the interest of the shareholders by whom 
they are elected. The Board of Supervisors has to keep a 
watch over the conduct of the company’s business in all 
its branches, to examine the yearly balance sheet and any 
proposal brought before the general meeting, and to report 
thereon. It may summon special general meetings and the 
law gives the Board very few powers for direct interven¬ 
tion in the company’s affairs ; but more extensive powers 
may be conferred upon it by the articles of the company; 
the tendency is to require the concurrence of the Board of 
Supervisors in the decisions of the executive in an increasing 
number of matters and thus to increase the importance of 
the former at the expense of the latter. 

In Holland, shareholders appoint a small body known 
as the “ Commissarissen ” whose duty is to supervise and 
report to the shareholders upon the activities of the 
*‘Directeuren” to whom the management of the company's 
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affairs and all legal responsiblility in connexion therewith 
are entrusted. The “ Commissarissen have power to veto 
any act of the latter, and if this veto power is exercised 
that body must account to the shareholders in the general 
meeting for such action. No remuneration is paid to the 
Commissarissen until a fixed rate • of interest has been paid 
on the capital employed in the business out of the profits 
available for dividend. The members of the Commissarissen 
are nearly always drawn from among the principal share¬ 
holders, and they have every incentive to see that the 
company does well and that the Directeuren do their 
duty. 

From the above it is clear that in both the countries 
shareholders elect another body from among themselves to 
look after the activities of the executive which is analogous 
to our board of directors. To what extent this body will 
be really useful will depend upon the personnel of the board 
as well as the interest taken by the shareholders in the 
selection of the members of the board. From what has 
already been said, can we be very sanguine in these two 
matters ? Perhaps not. There is no point in copying the 
policy prevailing elsewhere where circumstances are quite 
different from those in India. 

SHAREHOLDERS^ ASSOCIATION 

However, one suggestion may be offered. Shareholders 
of different companies may form themselves into voluntary 
associations, which will create public opinion of the type 
required among the shareholders concerned. First, the lead 
in this direction must be taken by an impartial and 
intelligent group of shareholders who can devote time and 
energy to this matter. Success of one or two such associa¬ 
tions may give an impetus to the formation of many more. 
Such associations may be formed on two bases, industrial 
and regional. Firstly, shareholders of companies engaged 
in similar business may form themselves into an associa¬ 
tion, with the advantage that their criticisms of the 
directors^ management wonld not be divorced from the 
prevailing conditions in that line of business in general. 
A general slackening in that line, for example, would not be 
ignored in a critical analysis of the conduct of an individual 
company's directors. Secondly, shareholders of a region 
may form themselves into an association. This has such 



30 


FUNDAMENTALS OF BUSINESS ORGANISATION 


practical advantages as ease of assembling, grasp of local 
conditions of compa^ y management etc. Both these 
associations are useful and essential for the successful 
conduct of companies, so that the directors are as much 
criticised as they could be assisted and the shareholders 
protect themselves as much as they protect their interest in 
company management. When a number of such associa¬ 
tions are formed, whether on a regional or an industrial 
basis, they should be further federated into an All-India 
Organisation. 

The suggestion, to be successful in practice, requires 
two qualifications. The shareholders^ association should 
strive to be outside the clutches of the ‘big’ investors who 
are, or whose representatives are usually directors. 
Whether this is as easy as it is essential is a point of doubt, 
for the latter shareholders alone possess the power to 
promote such associations. In brief, the shareholders’ 
association should not be a guise for directors’ malpractices. 

Secondly, the shareholders’ association should be 
managed or conducted by elected representatives of the 
members on the principle of ‘one man, one vote’. As the 
elected body is only a check and a critic of company 
management, the relationship between the number of 
shares held and the voting rights need not be strictly 
adhered to. The advantage accruing from the adoption of 
this principle is that big investors who influence the 
election of company directors are given less weightage in 
electing the critics of those directors. 

It may be mentioned in conclusion that the association 
might not prove very successful in the beginning. It might 
be further pointed out that their constitution and course of 
action would require modification as time passes on and 
experience accumulated. But the movement, when it grows 
to reasonable dimensions, is bound to constitute the only 
preserver of shareholders’ rights over against company 
management. 

PROTECTION TO PROSPECTIVE SHAREHOLDERS 

The amending Act has substantially altered Sec. 93 
dealing with the prospectus in order that the prospective 
shareholders are furnished in the prospectus ®—the first 

8. Specimen of a prospectus is given at the end of this chapter* 
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official publication of the company inviting the public to 
subscribe its shares—with all the material information on 
the basis of which the reader can come to his own judge¬ 
ment as to whether he should go in for the securities of the 
company or not. 

Information is to be given regarding managing agents, 
their agreement, remuneration, particulars regarding 
underwriters and underwriting agreements, where they 
are employed, and a statement of the directors that in their 
(directors^) opinion they are persons of sound means to 
discharge their obligations to the company. 

In order that the prospective shareholders may judge 
the reasonableness or otherwise of the price intented to be 
paid by the company for the purchase of any property, the 
prices at which the property might have been transferred 
during the two years preceding the acquisition of the 
property, have to be disclosed and in case where a business 
is intented to be purchased, the profits made during the 
three years prior to acquisition are to be disclosed in the 
prospectus. In case the prospectus is issued by an [already 
existing company, the prospectus must contain a report of 
the auditors of the company as to the dividends paid during 
the previous three years. If a new business is to be 
acquired, then it must be accompanied by a report of the 
accountant as to the profits made in the business during 
the preceding three years. 

All these again show that the State has realised its 
responsibility in not only protecting innocent investors but 
also in protecting, as well as giving greater rights to 
shareholders in the management of the company of which 
they are the proprietors. 

They also incidently explain the reason why company 
promotion and management have been subjected to many 
restrictions and formalities. However, it is not very appro¬ 
priate to term them burdensome. If they are burdensome, 
they are there because their absence would give intolerable 
latitude to selfish and inefficient company promoters in 
exploiting and deceiving gullible shareholders. 

The present law relating to the definition and publication 
of the prospectus has been found to be defective in some 
respects. Sec. 2 (14) defines prospectus as follows : 

Prospectus means any prospectus, notice, 
circular, advertisement or other invitation, offering to the 
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public for subscription or purchase any shares or 
debentures of a company but shall not include any trade 
advertisement which shows on the face of it that a formal 
prospectus has been prepared and filed. The inclusion 
of the clause ‘ but shall not include any trade advertisement 
which shows on the face of it that a formal prospectus has 
been prepared and filed’’ in the above definition has led to 
certain difficulties, particularly in the publication of 
advertisements with the heading ‘‘this is only an announce¬ 
ment and not a prospectus.” These announcements give 
only such information which the promoters feel would 
attract investors and tempt them to part with their capital. 
Technically, such announcements are not invitations to tiie 
public to subscribe but the whole intention is to extend 
such offers or invitations. The Government memorandum 
rightly suggests the prohibition of such advertisements in 
public interest. 

CONTROL OF CAPITAL ISSUE 

During the world war II there was a serious shortage 
of many of the most essential goods and services, including 
not only iron and steel, machines and mill stores, but also 
of skilled labour and of transport facilities. These shortages 
grew directly out of the war situation. In order to prevent 
a scramble for the available supplies which would have had 
the effect of raising prices, the Government of India 
thought it best to encourage those industrialists whose 
enterprises would directly assist in aiding the war effort 
or would be in a position to embark upon production of 
essential consumers’ goods at an early date. To achieve 
this, as well as to combat the inflationary tendencies, the 
Government of India issued orders in May 1943 under 
Defence of India Rules for control of Capital issues. This 
rule, among other things, says that no company, whether 
incorporated in British India or not, shall, except with the 
consent of the Central Government 

(i) make an issue of capital in British India ; 

(ii) make in British India any public offer of securities 
for sale ; 

(iii) renew or postpone the date of maturity or repayment 
of any security maturing for payment in British India. 

The Central Government may on application make an 
order according recognition to an issue of capital made or 
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to be made outside British India by a company not 
incorporated in British India. 

The Central Government may qualify any consent or 
recognition accorded by it with such conditions whether 
for immediate or future fulfilment, as it may think fit to 
impose ; and where a company acts in pursuance of such 
consent or recognition, it shall comply with the terms of 
any condition so imposed. 

No company incorporated in British India shall, except 
with the consent of the Central Government, make an issue 
of capital outside British India. 

No person shall issue in British India, any prospectus 
or other document offering for subscription or publicly 
offering for sale any security which does not include a 
statement that the consent or recognition, as the case may 
be, of the Central Government has been obtained to the issue 
or offer of the securities. No person shall accept or give 
any consideration for any securities in respect of an issue 
of capital made or proposed to be made in British India or 
elsewhere unless the consent or recognition of the Central 
Government has been accorded to such issue of capital. 

It was felt that without such control of capital issues 
there was no guarantee that such supplies as were available 
will go to the most suitable applicant. Experience gained 
during the war years from the operation of this 
measure, suggested the continuance of control, ** to 
secure a balanced investment of the country's resources in 
industry, agriculture and social services Accordingly, 
a Bill was introduced in March 1947 to keep in existence for 
five years, the control over capital issues. Pending the 
enactment of the Bill, an ordinance was promulgated in 
March 1947 for the continuance of the control over capital 
issues. The Capital Issues (Continuance of Control) Bill 
became an act on 19th April 1947. This closely followed 
the provisions of the Defence of India Rules 94-A, subject to 
certain changes of which the following are the more 
important. 

(1) Appointment of an Advisory Committe consisting of 
not more than five members, for reference to and 
advice on matters arising out of the administration of 
the Act. 

s(2) In case of refusal of an application for the issue of 
capital, the Central Government is required, upon the 
1393—3 
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request of the applicant, to communicate to him in 
writing the reasons for such refusal. 

(3) The Act to be in existence for three years and not five 
years as was originally suggested when the Bill was 
introduced. 

By virtue of a legislative enactment passed in March 
1950 the provisions of the Capital Issues (Continuance of 
Control) Act, 1947 has been extended upto 31st. March 1952. 
The scope of the Act has also been extended to cover all 
the territbries of India which are under the legislative 
jurisdiction of the Parliament in regard to the subject 
matter of the Act. It will also exercise a certain amount of 
scrutiny over foreign investments in India. 

Proper application of this measure will go a long way 
in canalising investments into definite planned channels. 

As a result of the Capital Issues (Continuance of Control) 
Act, every company has to obtain the necessary permission 
from the Central Government before issuing any prospectus. 
Every prospectus now issued, bears on the face of it a 
statement of the fact that such consent has been obtained. 

MEMORANDUM OF ASSOCIATION 

The Memorandum of Association is the most important 
document of the company. It is as it were its charter. It 
must be drawn up by an expert very carefully according to 
the provisions of the Act. It must be printed, divided into 
paragraphs numbered consecutively and signed by every one 
of the subscribers who must not be less than seven in 
number, each giving his address and description and the 
number of shares taken, with at least one witness who 
shall attest the signature. The contents of the memorandum 
vary according as whether the company is limited by 
shares, or by guarantee with or without having a share 
capital, or whether it is an unlimited company. We shall 
not examine the case of an unlimited company, as such 
companies are practically non-existent. The Memorandum 
of Association of the first two categories of campanies shall 
state the following. 

(a) The first clause, known as the name clause, must 
contain the name of the company with the word 
Limited as the last word. 
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(6) The next thing to mention is the name of the province 
within which the registered office of the company is to 
be situated. This clause is known as the situation 
clause. To avoid any unnecessary legal formalities 
and expenses if there is to be a subsequent change in 
the address of the company, it is better not give any- 
thing except the name of the province. 

(c) The third clause, known as the object clause, must 
state clearly the objects of the company. Great care 
should be taken in drawing up this clause, as the company 
will not be allowed to do any business which is not 
specifically mentioned here. Generally, every company 
includes in this clause various kinds of business which 
it may think of doing in future. Wide powers put in 
general words such as * to do all such other things as 
may be deemed incidental or conducive to the attain¬ 
ment of the object or objects mentioned % will only 
be construed as merely ancillary to the specific objects 
mentioned in the clause. The company has implied 
powers to do only such business as is incidental to or as 
can be properly inferred from the objects mentioned in 
the memorandum. Thus a trading company has an 
implied power to borrow money. In drafting this 
clause attention should be paid to clearly state the 
objects of the company and not the powers. The 
objects must be legal. A company has no power to 
ratify any act which is ultra vires the company even if 
all the shareholders give their consent to such an act. 
Alteration in the form or deleting certain objects or 
adding some new objects in the object clause is not 
an easy matter as it requires sanction of certain bodies, 
fulfilment of a number of formalities and also the 
sanction of the Court. So, great care should be taken 
in drafting this clause comprehensively. 

(d) The fourth clause, known as the liability clause, must 
state that the liability of the members is limited, and 
in the case of a company limited by shares, it must 
state the amount of share capital with which the 
company proposes to be registered and the division 
thereof into shares pf a fixed amount. This is known 
as the capital clause. Provisions regarding the 
character of shares and the rights to be attached to 
them need not be mentioned here; they are usually 
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mentioned in the Articles, in which case, they can 
easily be altered by special resolution as and when 
necessity arises. 

(e) In case the company is limited by guarantee without 
having any share capital, the memorandum shall state 
that each member undertakes to contribute to the assets 
of the company in the event of its being wound up 
while he is a member, or within one year afterwards, 
for the payment of the debts and liabilites of the 
company contracted before he ceased to be a member, 
and of the costs, charges and expenses of winding up, 
and for the adjustment of the rights of contributories 
among themselves, such amount as may be required 
not exceeding a specified amount. In case the company 
limited by guarantee has a share capital, the 
memorandum shall state in addition the amount of 
share capital with which the company proposes to be 
registered and the division thereof into a fixed amount. 
Each memorandum must have another clause known 
as the association or subscription clause, just proceeding 
the names of the signatories to the memorandum stating 
as follows: We, the several persons whose names and 
addresses are subscribed, are desirous of being formed 
into a company in pursuance of this Memorandum of 
Association and we respectively agree to take the number 
of shares in the capital of the company set opposite our 
respective names.^ 

ARTICLES OF ASSOCIATION 

Every business unit, as a matter of fact, every 
institution must have its own rules and regulations for an 
efficient management. In the case of a public limited 
company, it is the articles of association that serve this 
purpose. The Articles are the internal regulations of the 
company on the basis of which its internal affairs are 
managed. It lays down rules and regulations dealing with 
the definition of important words and phrases, adoption or 
execution of preliminary agreement, share capital, division 
of the same into different classes, rights attached to each 
class in the matter of dividends, bonuses, votes, modifica¬ 
tion of these rights, allotment of shares, share warrants, 

9. Specimen of Memorandum of Association is given at the 
end of the chapter. 
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share certificates, calls, forfeiture, surrender and lien on 
shares, dividends, reserve, depreciation fund, accounts and 
audit, transfer and transmission of shares, increase and 
reduction of capital, consolidation and subdivision of 
shares, conversion of shares into stock, borrowings, 
meetings and the proceedings thereof, votes of members, 
management, directors, their qualifications and remunera¬ 
tion, powers and duties, and their meetings, rotations, 
disqualifications and the common seal. Articles of 
Association should not contain anything which goes 
against the Memorandum of Association and even if it does 
contain, it will not have any effect as the Articles are 
subordinate to the memorandum. 

Every Article shall be printed, divided into paragraphs, 
numbered consecutively and signed by each subscriber 
of the Memorandum and registered with the Registrar of 
Jointstock Companies. Registration of an Article is 
optional in the case of companies limited by shares, 
in as much as such companies will have Table A, mentioned 
in the first schedule of the Companies Act, as its articles, 
which need not be registered. Generally, each company 
has its own articles to suit its own needs and conveniences. 
But .even in such a case it shall be deemed to contain 
regulations identical with or to the same effect as regulations 
56, 66, 71, 78 to 81, 82, 95, 97, 105, 107, 112 to 116 of Table 
A. If the article is silent on certain matters provision in 
Table A relating to them will apply. Companies limited 
by guarantee and unlimited companies must have articles 
of their own, as Table A is drawn up to suit only the needs 
of a company limited by shares. 

Articles, when registered, have the effect of establishing 
a contract between the members and the company and also 
between each individual membc r and every other member 
in so far as it relates to their position as members of one 
and the same company. A person dealing with a company 
must be taken to-have a full knowledge of the contents of 
the articles of the said company. 

ALTERATION OF ARTICLES 

From time to time a company may find it necessary to 
add to or alter its articles and the Act has given it such 
power. It is a statutory power of which a company cannot 
deprive itself. The Act lays down in sec. 20 (i) Subject 
to the provisions of this Act and to the conditions contained 
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in its memorandum, a company may by special resolution 
alter or add to its articles, and any alteration or addition 
so made shall be as valid as if originally contained in the 
articles, and be subject in like manner to alteration by 
special resolution. It is clear from the above that power 
to alter articles is limited by the provisions contained in 
the memorandum and must be exercised in good faith. 
A change in the article which gives an unfair advantage 
to a majority of the shareholders is considered by the Court 
as not bonafide. Minorities^ rights are strongly guarded 
by the Court. These are the only limitations in the power 
to alter the articles. 

ALTERATIONS OF THE MEMORANDUM 

It may be necessary for the company to change or alter 
some of the terms contained in its memorandum such as a 
change in the name, adding to or altering the object clause, 
alteration of share capital etc. Provision has been made in 
the Act to effect such changes. 

A company can be registered under any name, subject 
to the conditions laid down in sec. 11 of the Act. The name 
of the company may be changed by a special resolution and 
subject to the approval of the local Government signified in 
writing, the change in the name shall be complete when 
the Registrar issues a new certificate of incorporation 
altering the name. 

Change in the place of the registered office from one 
province to another, or change in the object clause may be 
effected for the purpose of 

(а) carrying on its business more economically or more 
efficiently, or 

(б) attaining its main purpose by new or improved means, or 

(c) enlarging or changing the local area of its operations, or 

(d) carrying on some business which under existing circum¬ 
stances may conveniently or advantageously be 
combined with the business of the company, or 

(e) restricting or abandoning any of the objects specified 
in the memorandum, or 

(/) selling or disposing of the whole or any part of the 
undertaking of the company, or 

(g) amalgamating with any other company or body of 
persons. 
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by passing a special resolution which must subsequently 

be confirmed by the Court on a petition, [sec. 12] 

In confirming an alteration^ the Court will see that it 
is for one of the objects mentioned above and that the 
alteration is fair and just as between the members of the 
company and does not affect prejudicially the interests of 
the creditors. A certified copy of the confirmatory order 
of the court together with a copy of the memorandum so 
altered, must be filed with the Registrar within three 
months from the date of the order or within such extended 
time as the court may permit, and the Registrar, on receipt 
of these, will issue a certificate of registration of the 
altered memorandum, which then becomes the memoran¬ 
dum of the company. 

A company limited by shares is empowered by sec. 
50 to alter its share capital, if so authorised by the articles, 
by passing the necessary resolution in the general meeting 
of the company, in the following manner. 

To (a) increase its share capital by issue of new 
shares, (6) consolidate and divide all or any of its share 
capital into shares of larger amount than its existing 
shares (c) convert all or any of its share capital into shares 
of larger amount than the existing shares (d) convert all or 
any of its paid up shares into stock and reconvert that stock 
into paid up shares of any denomination^^ (e) subdivide 
its shares, or any one of them, into shares of smaller 

10. It is desirable at this stage to note the distinction between 
stock and share. The capital of a company is divided into a 
number of units of equal denomination. 

An individual to become a member must own one such unit. 
The amount due on such unit may be wholly or partly paid up by 
the member concerned as demanded by the company. Such unit 
once mentioned in the memorandum cannot be further subdivided. 
This unit is known as a share. Stock is the aggregate of fully paid 
up shares legally consolidated, and portions of which aggregate 
may be transferred or split up into fractions of any amount. Thus 
stocks must be always fully paid up, whereas a share may or may 
not be fully paid up. Unlike shares, stocks may be transfered by 
simply mentioning the amount of stock and by mere delivery, 
provided they are unregistered stock. It is clear that a company 
cannot make an original issue of stock. Registered stocks are 
transferred in the same way as shares. 
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amount than is fixed by the memorandum, so however, 
that in the subdivision, the proportion between the amount 
paid and the amount, if any, unpaid on each reduced share 
shall be the same as it was in the case of the share from 
which the reduced share is derived, (/) cancel shares 
which at the date of the passing of the resolution in that 
behalf have not been taken or agreed to be taken by any 
person, and diminish the amount of the share capital by 
the amount of shares so cancelled (Such cancellation of 
shares shall not be deemed to be a reduction of share capital). 
In case of an increase in share capital or increase in the 
number of members beyond the registered number, of 
companies having no share capital, the notice of such 
increase, giving particulars of the classes of shares affected 
and the conditions, if any, subject to which the new shares 
are to be issued, must be filed with the Registrar within 
15 days of the passing of the resolution authorising the 
increase. When shares are subdivided, cancelled, consoli¬ 
dated, or converted and reconverted similar notice is to be 
given within 15 days of such act. 

A company can reorganise its share capital by the 
the consolidation of shares of different classes, or by the 
division of shares into shares of different classes, or by 
both these methods in the same way as by any other 
arrangement within the meaning of sec. 153. 

REDUCTION OF SHARE CAPITAL 

Matters connected with the reduction of share capital 
have been dealt with under secs, 54 A to 66 of the Indian 
Companies Act. A company limited by shares, if so 
authorised by articles, may, by special resolution confirmed 
by the Court, reduce its share capital in any way and in 
particular by (a) reducing or extinguishing the liability of 
members for share capital not paid up (6) writing off lost 
capital (c) paying off capital which is in excess of the 
wants of the company. 

After passing the special resolution, the company must 
apply to the Court by petition to confirm the resolution. 
From the date of passing of the resolution or when 
reduction does not involve either the diminution of any 
liability in respect of unpaid share capital or the payment 
to any shareholder of any unpaid share captial, then, on 
and from the making of the order confirming the reduction. 
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the company shall add to its name the words “ and 
reduced ” until such date as the Court may fix. This 
serves as a warning to the public of the financial position 
of the company. Next, the Court will ask the company 
to make an advertisement of the petition to give a chance 
to the creditors of the company to put forward their 
objections, if any, in the matter of reduction. Next, the 
Court will prepare a list of such creditors and publish 
notices fixing a day or days within which creditors not 
entered on the list are to claim to be so entered or are to 
be excluded from the right of objecting to the reduction, 
when the list is prepared, the Court, after a perusal of it, 
is empowered to dispense with the consent of the creditors 
on security being given for their debt. After all this has 
been complied with, the Court will pass an order confir¬ 
ming reduction. In this connexion, it should be noted 
that the Court has an absolute discretion to confirm, or 
refuse to confirm the reduction or impose such terms and 
conditions on the company as it thinks fit. 

The Registrar on receipt of the order of the Court 
confirming the redu^ction and of a certified copy of the 
order and a minute (approved by the Court) showing the 
detailed particulars of the company’s amended share 
capital, shall register the order and minute, and the 
resolution for reducing the share capital as confirmed by 
the order shall take effect only on such registration of the 
same. Notice of registration shall be published in such 
manner as the Court may direct. Every copy of the 
memorandum issu|ed subsequent to this must include a 
copy of the minute. 

In connection with the reduction of share capital, the 
Court has power to compel a company to publish reasons 
for reduction or such other information which the Coxirt 
deems fit in this matter. 
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1. Memorandum of Association of a company limited by 
shares, (see sections 6 and 151 of the Indian Companies Act) 

THE INDIAN COMPANIES ACT, 1913. 

COMPANY LIMITED BY SHARES 

MEMORANDUM OF ASSOCIATION 

OF 

THE UNION TEA 

COMPANY, LIMITED 

1. The name of the Company is the UNION TEA 
COMPANY, LIMITED.^^ 

2. The Registered Office of the Company will be 
situated in the province of West Bengal. 

3. Objects of the Company :— 

(a) At any place in India to carry on the business of 
planting Tea, Rubber, Coffee, Oranges, Jute or 
any other crop and for that purpose to purchase 
land or obtain land on settlement or to 
purchase tea and other gardens. 

(b) To manufacture tea and to sell tea and other 
products of agriculture. 

(c) To take settlement of, or purchase lands with 
forests and to carry on the business in T imber 
and grass, tea and other products of agriculture. 

(d) To construct Roads, Railways, Canals, 
Aqueducts, etc., for the development of the 
Company's property. 

(e) To acquire and undertake all or any part of the 
business, property and liabilities of any person 
or company, carrying on any business, which 
the Company is authorised to carry on, or 
possessed of the property suitable for the 
purposes of the Company. 
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(f) To sell or disposfe of the undertaking of the 
Company or any part thereof, for such 
considerations as the company may think fit. 

(g) To remunerate any person or company, for 
services rendered or to be rendered in placing 
or assisting to place or guaranteeing to place 
any shares in the Company's Capital, 
debentures, debenture stock or other securities 
of the Company, or in or about the formation 
or promotion of the Company, or the acquisition 
of property by the Company or the conduct 
of its business. 

(h) To do all such other things as are incidental or 
conducive to the attainment of the above objects 
or any of them. 

4. The liability of the Members is limited. 

5. The Capital of the Company is Rs. 1,50,000 (one lac 
and fifty thousand) divided into 6,000 shares of Rs. 25 
(Rupees twenty-five) each. 

We, the several persons whose names and addresses 
are subscribed, are desirous of being formed into a company 
in pursuance of this memorandum of association, and we 
respectively agree to take the number of shares in the 
capital of the company set opposite our respective names. 


Names, addresses and descriptions 
of subscribers. 

Number of shares taken 
by each subscriber. 

1. A. B. of , merchant 

200 

2. C. D. ,, , ,, 

25 

3. E. F. ,, , ,, 

30 

4. G. H. „ , „ 

40 

5. I. J. ,, , ,, ... ^ 

15 

6. K. L. ,, , ,, ... ’ 

5 

7. M. N. „ , „ 

10 

Total shares taken 

325 


Dated the day of 19 
Witness to the above signatures. 
X. Y., of 
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2. Memorandum of Association of a Company Limited by 

Guarantee^ and not having a share capital (See Sec. 7 

and 151 of the Indian Companies Act.) 

MEMORANDUM OF ASSOCIATION 

1. The name of the company is The Mutual Calcutta 
Marine Association, Limited ’L 

2. The registered office of the company will be situate 
in Calcutta. 

3. The objects for which the company is established 
are ** the mutu^ insurance of thips belonging to members 
of the company, and the doing all such other things as are 
incidental or conducive to the attainment of the above 
object 

4. The liability of the members is limited. 

5. Every member of the company undertakes to 
contribute to the assets of the company in the event of its 
being wound up while he is a member, or within one year 
afterwards, for payment of the debts and liabilities of the 
company contracted before he ceases to be a member, and 
the costs, charges and expenses of winding up and for the 
adjustment of the rights of the contributories among 
themselves, such amount as may be required not exceeding 
one hundred rupees. 

We, the several persons whose names aud addresses 
are subscribed, are desirous of being formed into a 
company, in pursuance of this memorandum of association. 

Names. Addresses and Descriptions of Subscribers. 

‘‘1. A. B. of 
‘<2. C. D. „ 

‘‘3. E. F. „ 

‘^4. G. H. „ 

*‘5. I. J. „ 

‘*6. K. L. „ 

‘‘7. M. N. „ 

Dated the » day of 19 
Witness to the above signatures. 

X. Y., of 




JOINTSTOCK COMPANIES 


45 


3. Memorandum of Association of a Company Limited by 

guarantee^ and having a share capital (See Section 7 

and 151 of the Indian Companies Act.) 

MEMORANDUM OF ASSOCIATION 

1. The name of the company is ** The Snowy Range 
Hotel Company, Limited.’^ 

2. The registered office of the company will be situate 
in the province of Bengal. 

3* The objects for which the company is established 
are “ the facilitating travelling in the Snowy Range, by 
providing hotels and conveyances by sea and by land for 
the accomodation of travellers and the doing all such other 
things as are incidental or conducive to the attainment of 
the above object 

4. The liability of the members is limited. 

5. Every member of the company undertakes to 
contribute to the assets of the company in the event of its 
being wound up while he is a member, or within one year 
afterwards, for payment of the debts and liabilities of the 
company, contracted before he ceases to be a member, and 
the costs, charges and expanses of winding up the same and 
for the adjustment of the rights of the contributories 
amongst themselves, such amount as may be required, not 
exceeding fifty rupees. 

6. The share capital of the company shall consist of 
five hundred thousand rupees, divided into five thousand 
shares of one hundred rupees each. 

We, the several persons whose names and addresses are 
subscribed, are desirous of being formed into a company, 
in pursuance of this memorandum of association, and we 
respectively agree to take the number of shares in the 
capital of the company set opposite our respective names. 
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NameS| addresses and descriptions 
of subscribers 

Number of shares taken 
by each subscriber 

“1. 

A. B. of 

200 

“2. 

C. D. 

25 

“3. 

E. F. ,, 

30 

“4. 

G. H. „ . 

40 

“5. 

I. J. 

15 

“6. 

K. L. „ . 

5 

“7. 

M. N. ,, 

10 


Total shares taken 



Dated the day of 19 . 

Witness to the above signatures. 
X. Y., of 


4. Specimen of a Prospectus. 

♦Application will be made in due course to the Calcutta 

Stock Exchange Association for quotation of the 
Company's shares. 

(A copy of this prospectus has been filed with the 

Registrar of Joint-stock Companies^ West Bengal) 

The subsciption list opens on.and closes on.... 

‘ ‘ Consent of the Central Government has been obtained 
to this Issue under the Capital Issues (Continuance of 
Control) Act 1947. It must be distinctly understood that 
in giving this consent the Government of India do not take 
any responsibility for the financial soundness of any 
scheme or for the correctness of any of the statements 
made or opinions expressed with regard to them. 


♦ The declarations must find a place at the top of every pros¬ 
pectus 















PROSPECTUS OF 

COLLECTIVE FARMS LIMITED 

Incorporated under the Indian Companies Act) 

AUTHORISED AND ISSUED CAPITAL ^ Rs. 25,00,000 
Divided into :— 

10,000 six percent tax-free Cumula¬ 
tive Participating Preference shares 

of Rs. 100 each - - Rs. 10,00,000 

1,50,000 Ordinary Shares of 

Rs. 10 each - - - ,, 15,00,000 

In respect of Preference shares, Rs. 50/- per share is 
payable on application and Rs. 50/ on allotment. In respect 
of Ordinary shares, Rs. 5/- is payable on application, and 
Rs. 5/- on allotment. Applications for less than 5 Prefer¬ 
ence or 50 Ordinary shares will not be entertained. 

The Preference shares, are, in the first instance, 
entitled to a dividend of 6 per cent free of tax. Thereafter, 
dividend upto 16 per cent free of tax, is payable on 
Ordinary shares. Such portion of the balance, if any, as 
is available for dividend after the aforesaid declaration is 
distributable as to one-fourth to Preference shares and 
three-fourths to Ordinary shares. 

PRESENT ISSUE : 

50,000 fully paid-up Ordinary shares will be allotted 
to the Vendor as part consideration ; the directors and 
their friends have agreed to take up 25,000 Ordinary 
and 5,000 Preference shares. Applications are now invited 
from the public for 5,000 Preference shares and 75,000 
Ordinary shares. 

DIRECTORS : 

Designation and address 

1. A. B. Sen. 

2. B. C. Chari. 

3. C. K. Mitra. 

4. D. S. Ayer. 

5. E. Venkayya. 

6. F. Fernands. 

7. G. Roy. 
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SOLICITORS: 

MESSRS. C. & Co., 

Old Post Office Street, Calcutta. 

AUDITORS : 

MESSRS. D & Co., R.A., 

Incorporated Accountants. 

Hastings Street, Calcutta. 

BANKERS: 

CENTRAL BANK OF INDIA. LTD. 

COMILLA UNION BANK, LTD. 

BROKERS: 

NARAYANDASS & CO., 

Stock and Share Brokers. 

Swallow Lane, Calcutta 
and 

R. SUBRAMANYAM, 

Stock and Share Brokers, 

Exchange Building, Apollo Street, Bombay. 

REGISTERED OFFICE : 

...STREET, CALCUTTA. 

This Company has been formed to carry out the 
objects set out in detail in the Memorandum of Association 
(which is attached hereto and forms part hereof) and, in 
particular, to purchase and develop a large tract of 
agricultural land and to found colonies for settlers who 
desire to dwell in environs which combine modern 
amenities of urban life with the peace and health* giving 
conditions of rural life and to promote agriculture and 
agricultural produce. 

The Company has been fortunate in securing a plot 
of land in one block situated within 66 miles from Calcutta 
measuring approximately 7,500 bighas or 2,500 acres and 
it will be developing the first large-scale undertaking in 
collective farming in India. The present conditions with 
regard to the nation’s diet stress the importance of the 
undertaking in connection not only with ** Grow more 
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food campaign but w^ith the need for more nutritive and 
better balanced food for all times. 

To carry out these objectives of more food and better 
food, the Collective Farms, Ltd., proposes to develop, on 
scientific lines, (a) fishery, (b) paddy, (c) vegetables, (d) 
sugarcane, (e) fruits, (f) dairy, (g) poultry and (h) canning 
industry. There is also scope for timber growing and 
forest produce. 

As the farm contains 1,000 bighas (or 330 acres) of Beels 
(Canal), the problem of irrigation does not present any 
difficulty. 

This Farm has been appointed one of the five agencies 
to grow and supply vegetables to the Military. In respect 
of this contract, the conditions on which the Farm will 
supply the vegetables provide for priorities being available 
for tractors, trucks, artificial manure, imported seeds, etc., 
at controlled rates. The Company, therefore, starts with 
initial advantages of considerable importance. 

The immediate development will, therefore, be 
connected with vegetable cultivation so as to cater not only 
for the Military contract but also for civilian consumption 
for which demand during the last two years has been 
insistent. 

On the basis that 2,000 bighas or 650 acres will be so 
prepared as to make vegetables supply available from this 
cold weather, the preparation on a conservative basis, (i.e., 
on the assumption of sale-prices of vegetables being 
considerably less than those ruling now and in the last cold 
weather) show a net profit of over Rs. 6 lakhs. It will, 
therefore, be not necessary to wait for a distribution of 
dividend until the Farm is fully developed as it is hoped it 
will be possible, out of the profits arising from the contract 
in hand and from the sales in the open market, to consider 
payment of dividend after making provision for taxes and 
for dividend equalization fund at rates more than the 
minimum dividends prescribed of 6 and 16 per cent tax free 
on Preference and Ordinary shares respectively. 

The prospects of peace-time are better as, with the all 
round development, the value of the property will appreciate 
and colonisation with development of agriculture will 
produce a satisfactory income. 

The most important point to note is that the income of 
the Farm is not subject to Excess Profits Tax nor to 
1393_4 
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Corporation Tax or Super-tax. The agricultural income 
tax, when it becomes payable, will be only -/2/6 annas 
in the rupee. 

It may be added that, as the other aspects of farming 
are developed in addition to vegetables, the income of the 
Farm will be much greater. 

In view of the present high prices of fish, milk, dairy 
products, paddy, fruits, poultry, eggs, etc., the Farm will, 
it may be noted, be starting its career in the most 
advantageous circumstances and under the most propitious 
conditions. 

The Farm has been, in particular, fortunate in securing 
a Military contract at the very beginning of its career ; and, 
with the special priorities made available by this means, 
the Farm will place the utmost emphasis on mechanisation, 
which spells both efficiency and economy. 

As illustrating the advantages of agriculture it may be 
pointed out that the shares of the Midnapur Zemindaries 
which were quoting Rs. 90/- are now quoting about Rs. 180/-. 

The land has been visited and inspected elaborately by 
the Director of Agriculture, Bengal, and officers of his 
department. The following is an extract from the report 
of the Agricultural Engineer to the Government of Bengal : 
** The soil in general is clayjey loam and is retentive of 

moisture. Thus, .Farm has all the potentialities 

to convert it into a first-class profitable Farm in Bengal. 

The Director of Agriculture, Bengal said (in June, 1948) 
of this land :— 

‘ ‘ I have visited your , farm . on Monday, 

the 12th istant. There are large areas of high land and the 
soil, seen from superficial examination, appears to be fairly 
rich one and capable of producing a good crop. It would 
seem to be quite suitable for English vegetables which are 
to be grown there this coming cold weather. There are 
big jheels and also a river, available both for fish and 
irrigation purposes, and the latter should prove valuable 
for raising all kinds of cold weather crops. Irrigation 
will also be available in the hot weather, and could be used 
with great advantages on Kharif crops. 

Altogether, the area is well worth developing and, if 
careful cropping is followed, there is every chance of making 
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it a success. There are also good possibilities of developing 
fish and poultry and also dairy cattle, there being plenty 
of land available for fodder crop for dairy animals 

The price payable for the land to be acquired by the 
Company is Rs. 200/- per bigha, which compares with the 
average price of Rs. 300/- to Rs. 350/- per bigha for good 
agricultural land in areas resonably adjacent to Calcutta. 

The total amount payable to the vendor, Mr. 

(of.) is Rs. 15,00,000, of which Rs. 10,00,000 is 

payable in cash and Rs. 5,00,000 in the form of fully paid-up 
Ordinary Shares. 


MINIMUM SUBSCRIPTION. 

The minimum subscription on which the Directors 
will proceed to allotment and which is required to meet 
the provisions of Sec. 101 of the Indian Companies^ Act is 
Rs. 17^ lakhs. 

COMMISSION AND BROKERAGE. 

The Articles of Association provide for the payment 
of underwriting commission not exceeding 2^ per cent of 
the nominal value of the shares but no underwriter has 
been appointed. 

The Directors have decided to pay brokerage at the 
rate of Rs. IJ per Preference Share and four annas per 
Ordinary Share to brokers or bankers on allotment made 
in respect of applications received through such brokers or 
bankers. 


PRELIMINARY EXPENSES. 

It is estimated that the preliminary expenses exclusive 
of brokerage or underwriting commission will not exceed, 
in the aggregate Rs. 30,000. 

PROMOTION. 

No promotion money is being paid by the Company 
nor is any business being taken over. 

DIRECTORS^ QUALIFICATION AND REMUNERATION. 

The number of Directors shall not (other than an 
Ex-officio Director) be less than three and not more than 
nine. The qualification of a director shall be the holding 
in his own name or jointly with others of Ordinary Shares 
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in the Company of nominal value of Rs, 5,000/-. Every 
Director shall be paid a fee not exceeding Rs. 50/- for ^ach 
meeting attended by him. Directors residing out of 
Calcutta shall also be entitled to be paid their reasonable 
travelling and hotel and other expenses, if any, incurred in 
consequence of their attending Board meetings and other¬ 
wise in the execution of their duty as Directors. If any 
Director, being willing, should be called upon to perform 
extra services the Company shall remunerate such Director 
either by a fixed sum or by a precentage of profits. 

The Directors shall also receive a commission of 2 J per 
cent on the net yearly profits of the company after deducting 
interest on debentures or other moneys borrowed and such 
sum as may be placed to depreciation, but before placing 
anything to reserve or other special account and before 
deducting the commission payable to the Managing Agents 
if any. The commission mentioned above shall be divided 
among the Directors equally. Such Directors as are also 
members of the Managing Agency firm shall not participate 
in the commission. 

MATERIAL CONTRACT : 

An agreement has been entered into between the 
Company and the Vendor under which the Vendor has 
bound himself to sell to the Company all his right, title and 
interest in land measuring approximately 7,500 bighas. 

MANAGING DIRECTOR : 

The Articles of Association provide that Directors may 
appoint Managing Agents and/or Managing Director(s). 
The remuneration of a Managing Director or Managing 
Agents shall, from time to time, be fixed by the Directors. 
A Managing Director shall not, while he continues to hold 
that office, be subject to retirement by rotation nor shall be 
taken into account in determining the rotation of retire¬ 
ment of Directors or the number of Directors to retire. 

RIGHTS, VOTING AND RESTRICTIONS 

On a show of hands every member holding Ordinary 
shares and present in person shall have one vote and upon 
a poll every member holding Ordinary shares present in 
person or by proxy or by attorney shall have one vote for 
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every share held by him. No member shall be entitled to 
vote if any calls on the shares remain unpaid. 

The Company shall have a first and paramount lien 
upon the shares other than fully paid-up shares registered 
in the name of each member, whether solely or jointly 
with others, and upon the proceeds of sale thereof, for his 
debts, liabilities and obligations solely or jointly with any 
other person to or with the Company. 

The Directors may decline to register any transfer of 
shares on which the Company has a lien. The Directors 
may refuse to register the transfer of partly paid-up shares 
without assigning any reason therefor. 

(a) The holders of Preference shares shall be entitled 

to be paid out of the Profits which the Directors 
shall determine to distribute by way of dividend 
a fixed cumulative preferential dividend at the 
rate of 6 per cent per annum free of income-tax 
and to a quarter share of the surplus distributable 
profits of the Company of each year which shall 
remain after paying 6 per cent per annum free 
of income-tax on Preference shares and 16 per 
cent per annum free of income-tax on Ordinary 
shares. The holders of the Preference shares 
shall be entitled to a right on a winding up to be 
paid all arrears of the preferential dividend 
whethei* earned or declared or not down to the 
commencement of the winding up and also to be 
repaid the amount of capital paid up or credited 
as paid up on the Preference shares held by them 
in priority to any payment in respect of the 
Ordinary shares but shall not be entitled to any 
other rights in the profits or assets of the 
Company. 

(b) Subject to the foregoing provision, the Ordinary 

shares shall confer on the holders thereof the 
right to a dividend at the rate of 16 per cent per 
annum free of income-tax on the capital for the 
time being paid up thereon and also the right to 
three quarter share of the surplus profits of the 
Company of each year which shall remain after 
paying or providing for payment out of such 
profits of the dividends on the Preference shares 
and on Ordinary shares. 
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INTEREST OF DIRECTORS : 

Mr. D. S. Ayer is a partner of the firm of the company's 
Solicitors and is interested as such. 

APPLICATION FOR SHARES : 

Application for shares should be made on the form 
accompanying this Prospectus which may be obtained at the 
Registered Office of the Company or from the Brokers of the 
Company or at all the offices of the Company's Bankers, 
and sent in accordance with the directions contained therein 
with a remittance of the amount payable on application. 

Where no allotment is made the deposit will be 
returned and where the number of shares allotted is less 
than the number applied for the balance of the deposit will 
be applied towards the amount remaining payable on the 
shares allotted and any balance thereafter remaining will 
be returned. Failure to pay any amounts due on shares 
allotted when due will render previous payments liable to 
forfeiture. 


INSPECTION OF DOCUMENTS 


Copies of the Memorandum and Articles of Association 
and the agreements referred to in the aforesaid paragraphs 
may be inspected at the Registered Office of the Company 
during the usual i.ours of business. 


A. B. Sen 

B. C. Chari 

C. K. Mitra 

D. S. Ayer. 

E. Venkayya 

F. Fernandis 

G. Roy 

Dated Calcutta, the 
.19 . 


Directors. 


/ 




CHAPTER III 


PROMOTERS 

WHO IS A PROMOTER ? 

We have seen that any seven persons by filing with 
the Registrar the necessary documents mentioned above, 
with necessary fees, may get a company incorporated. 
But, in fact, the starting of a company is not easy, nor is 
it so simple as it looks, nor is it the work of an ordinary 
man in the street. It is the work of an expert who 
specialises in the promotion of companies. He is techni¬ 
cally known as the promoter. There is no statutory 
definition of the term. Lord Justice Bowen says, “ It is 
not a term of law but of business, usefully summarising 
up in a single word a number of business operations 
familiar to the commercial world by which a company is 
generally brought into existence. They are, in fact, the 
persons who set in motion the machinery by which the 
Act enables them to get a company incorporated or 
floated (the word used in common parlance). 

Subscribers to the Memorandum are the persons who 
arrange for the flotation of the company and as such may 
be called promoters. But many things have to be done by 
experts before the stage of filing the necessary documents 
is reached. 


THE PROMOTER’S SERVICES 

The investing public in general has neither the time 
nor the capacity and energy to think over and formulate 
propositions and start a good business in which to invest 
their money. It is this incapacity of the investing public 
which explains why the services of an expert—the promo¬ 
ter—are necessary. 

Before starting any business or industry on jointstock 
principle, many problems are to be considered carefully 
with regard to it, especially such factors as place, time, 
raw material, power, technical and manual labour force 
and market. 

In this connection it will be instructive as well as 
interesting to note the part played by Jamshedji Nusserwanji 
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Tata in starting the Tata Iron and Steel company at Jam¬ 
shedpur. It was in 1882 when J. N. Tata first conceived the 
idea of utilising the iron deposits of Chanda disrict in C. P.^ 
One great obstacle of those days was the absurdity of the 
Indian regulations for mining and prospecting, which were 
reformed in 1899 by Lord Curzon. During the subsequent 
year, Tata went to England and was able to get the then 
Secretary of State for India and other officials of the India 
House interested in the project which meant the smoothing 
of the way for speedy and easy receipt of a prospecting 
licence and other help from the Government. Tata, after 
receipt of the licence, made an extensive tour in England, 
Germany and U. S. A. to see for himself important in¬ 
dustrial centres, especially Iron and Steel manufacturing 
concerns and consult and employ eminent mining experts. 
Prospecting in Chanda district was later abandoned. In 
1903 Messrs. Tata Sons & Co., decided to explore the depo¬ 
sits of Sakchi. By this time a sum of £ 30,000 had already 
been spent on preliminary work. When they were deci¬ 
ding on the spot the question of site, they were approached 
by Mr. P. N. Bose, a retired official of the Geological Survey 
of India and then employed by the State of Mayurbhanj to 
explore the deposits of this little state, and at last it was 
finally decided to explore these deposits because of the high 
quality of the ore and other advantages. The Government 
had to be approached and persuaded for the Qonstruction of 
a broad-guage railway line to give necessary transport 
facilities. Reduced freight rate on the line was promised 
and the Government undertook to purchase 20,000 tons of 
steel rails annually for a period of 10 years at import 
prices, under certain conditions. The Government 
announced that they would begin construction of the rail¬ 
way line as soon as Messrs. Tata Sons & Co., had formed 
the undertaking into a company and when the share capital 
had been subscribed and Rs. 60 lakhs (£ 400,000) had been 
paid up. All this happened in 1905. Mr Dorabji Tata, son 
of J. N. Tata, went to England with the idea of getting the 
capital raised in the London market, but due to various 
reasons, one of them being the differences about the degree 
of control which was to be entrusted to the representatives 
of English investors, capital could not be raised in the 
London market and it looked as if the whole project was 
doomed. During the summer of 1907 when the Swadeshi 

* Now known as Madhya Pradesh. 
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movement pervaded the whole country, the firm took the 
opportunity of appealing to the Indian investor. The ap¬ 
peal was such a success that within three weeks of the 
publication of the prospectus dated 27th August 1907 a sum 
of £ 163,000 was secured, and the whole amount was subs¬ 
cribed by 8000 Indians. Later on, when debentures were 
issued to provide working capital, the entire issue to the 
tune of £ 400,000 was subscribed by the Maharaja Scindia 
of Gwalior. 

In 1904 J. N. Tata breathed his last. The great indus- 
rialist conceived the idea as early as 1882, got the scheme 
moving, provided large sums of money required to keep it 
going, but unfortunately he was not able to see the final 
result. The scheme initiated by him reaching the stage 
of successful completion after his death is an example 
showing how much the influence of the dead strengthened 
and inspired the deeds of the living. 

J. N. Tata as early as 1875 had contemplated the deve¬ 
lopment of Indians hydraulic energy. He tried to harness 
the water power of the Merbudda at Jubbulpore. In 1879 
a syndicate was formed to harness the water power at 
Doodh-Sagar falls in Portuguese territory. Later, the idea 
of starting a hydroelectric concern by storing the rain¬ 
water near Lonavla in the Western Ghats caught his 
imagination at the suggestion of Mr. David Gostling. 
Government was approached to secure priority for the 
necessary concessions. Necessary investigations were 
made, engineers consulted and appointed. But it was only 
on Nov. 7, 1910 that the Tata Hydro-Electric Supply 
Company Limited was registered with a nominal capital of 
Rs. 2,00,00,000 with Messrs. Tata Sons & Co. as Managing 
Agents. ^ 

These two instances show the work involved in the 
promotion of a company, the work of the promoter, the 
risk and uncertainties involved in their work, the necessary 
foresight they must have and the amount of capital and 
energy they must possess in bringing forth their scheme 
into existence. 

The starting of even a smaller concern requires 
necessary planning, though on a smaller scale. This leads 

1 Materials of this and the two previous paras are drawn from 
the Biography of J. N. Tata by F. R. Harris. It is worth while to 
go through Chapters VIII to XI of that book in this connection. 
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US to conclude that the work of a promoter is of a specmlised 
nature. His functions relating to promotion may be dwided 
into three distinct stages. The first is the discovery of the 
proposition. This means the decision reached by him 
after mature deliberation regarding the starting of a con¬ 
cern. They relate to what, where and when to start the 
business unit. The second is the assembling of the proposi¬ 
tion, which means bringing together all the factors in 
order to make the proposition a reality. The final stage is 
the presentation of the proposition. This implies selling 
the proposition by the promoters to such business men as 
are willing to develop it on Jointstock principle by going 
through all the legal formalities and offering the public 
shares and debentures to subscribe. These three distinct 
stages are to be noted in highly industrialised countries 
where the promoters are a special class of persons or 
associations doing the business of promotion. In countries 
where there is no such division of duties owing to shortage 
of industrial and business leaders, the promoters themselves 
have to get the company incorporated. They have also to 
nurse it during its earlier stages and show its successs to 
the public, as the investing public are not willing to subs¬ 
cribe if they are not sure of a steady return on and security 
of their investments. This is the state of company promo¬ 
tion in India. In other countries, specially in U. S. A. and 
England, promoters cease to have any connexion with the 
company once their proposition is sold off. With the 
money they get as their remuneration they begin to think 
of starting one concern after another. 

PROMOTERS IN INDIA AND OTHER COUNTRIES 

In India, persons who take the initiative in starting 
business on Jointstock lines always hold among themselves 
or along with their friends and relatives many shares in 
the company started by them. This is due partly to the 
nature of the investing public in India and partly to a desire 
on the part of the promoters to act as managing agents of 
companies started by them. By holding a large number of 
shares they are able to control a large number of votes and 
be always sure of having a hand in the nlanagement of the 
company and receiving managing agency commission. The 
history of the managing agency system shows how in the 
early days of industrial development they nursed a large 
number of enterprises in their early years of struggle till 
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they could come out in the market for capital. They 
nouriished the young and immature and when the time was 
opportune for the conversion of concerns started by them 
into public limited companies they got back the bulk of 
their capital by selling a large portion of their interest and 
having unloosened their capital were ready to enter into 
fresh enterprises. But almost in every case they were 
careful enough to retain their power and control through 
possession of a large number of shares ^ in those co|||ipanies« 
It is the managing agents who built up in India a^'invest¬ 
ing public. 

As regards the first factor, it may be noted that in old 
days (even now, to a certain extent) the public were not 
willing to invest in industrial securities. The investing 
public in India want a lead to be given by persons who in 
their opinion, are business experts. Promoters give the 
lead. This also explains why promoters in India retain 
their interest in the industrial concerns promoted by them, 
unlike the promoters of the U. S. A. and England. 

.# * 

In addition to giving a lead to the investing public, the 
retention of interest by promoters in India in the industrial 
concerns floated by them has the salutory effect of giving 
the investing public an indirect protection in as much as 
this will ensure greater care on the part of the promoters 
in floating the company. It is natural to expect that the 
greater the investment on the part of the promoters the 
greater will be the care taken by them. In this connexioii 
it may be pointed out that the Government of India thought 
of giving this protection to the public while granting 
permission for issue of capital under Capital Issue Control 
Rule. In a press note dated 28th April 1944 it was stated 
that * ‘ the public must be protected from plausible but 
irresponsible ‘ financiers ^ whose only interest is to make a 
quick profit on the assumed readiness of the public to 
invest and who will themselves be unscathed if the venture 
fails. The Government cannot undertake the invidious 
task of discriminating between promoters and have 
therefore decided to introduce a general rule that in these 
cases no prospectus or other invitation to the public to 
subscribe shall be issued until a prescribed proportion of 
the securities for issue has been privately subscribed by 
and allotted to the promoters themselves and their friends, 

2 More about this on the chapter on Managing Agency. 
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or, in the case of old companies, has been allotted to existing 
shareholders in the company/^ 

The promoters act as an intermediary between the 
man with money to invest and the mun with property to 
sell which can be developed or better utilised only after 
planned investment of capital. It is his initiative, courage 
and foresight which makes it possible for the wealth of the 
country to be increased. He i‘= thus a creator of value. He 
brings iiito existence means of producing wealth which did 
not exist before. He is an indispensable person in society 
for a country’s industrial development. 

Sometimes some people form themselves into a public 
limited company with the express purpose of floating a 
particular concern. This kind of organisation is known as 
a promoter company. 

In some cases a jointstock company is promoted by 
taking over an existing partnership or sole trading concern 
with the idea of enlarging the activities of these business 
units and of taking advantage of the merits of the jointstock 
company organisation. The proprietors of the old concern 
in such a case generally take the initiative in floating the 
company of which they act as promoters ; and to this 
company they ultimately sell their old concern, consider a- 
tion being either in cash or kind or both. ^ - 

LEGAL POSITION OF PROMOTERS 

It is important for the promoter to know his legal 
position in relation to the company promoted by him. 
Legal liabilities of a promoter can be ascertained only after 
knowing what he has done and whether he is a promoter or 
not, which is to be decided on questions of fact. Lord 
Lindlay has laid down : ‘‘the first principle is, that in 
equity the promoters of a company stand in a fiduciary 
relation to it and to those persons whom they induce to 
become shareholders in it, and cannot in equity bind the 
company by any contract with themselves without fully 
and fairly disclosing to the company all material facts 
which the company ought to know.” In some cases, a 
promoter may acquire some property for reselling it to the 
company to be started by him. In such a case he must 
state fully to the company all the material facts relating to 
the same which might influence the company in its decision 
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on the reasonableness of acquiring it. A promoter in such 
a transaction is not precluded from making any profit. 
The law only does not allow a promoter to make any 
secret profit and if he makes any, the company can sue him 
for an account and profit, so much so that his liability may 
be enforced even in the winding up proceedings. The fact 
of his acting as an agent of the vendor in getting up a 
company for the purchase of his (vendor’s) property will 
not relieve him from accounting to the company for 
any secret profit made. On the other hand, it should be 
noted that the law precludes him from acting as a vendor. 
Whether he acts as a vendor or as a promoter is a question 
to be decided on the basis of facts, as already noted. 

A promoter also occupies the position of an agent and 
a trustee to a certain extent, in as much as he is 
accountable for all moneys obtained by him from the funds 
of the proposed company without its knowledge. A 
promoter becomes personally liable for all contracts 
entered into by him with a third party on behalf of the 
intended company, until the company has with the consent 
of the other party undertaken the promoter’s liability. 
A promoter may be reimbursed from the funds of the 
company for all the legitimate expenses incurred by him 
in bringing the company into existence. 

A promoter has no right of indemnity against the 
proposed company in respect of any obligations undertaken 
on behalf of the company before its incorporation. Even 
if there is a clause in the memorandum or articles of 
association of the company to the effect that the promoter 
is to be paid for the expenses incurred by him, yet he 
cannot sue the company for the same, as the company 
cannot ratify an agreement purporting to have been made 
on its behalf before its incorporation. The procedure in 
having oneself reimbursed for the expenses or obligation 
incurred on behalf of the company is that after incorpora¬ 
tion there must be an express agreement with him for such 
reimbursement. The Court can also allow reimbursement 
if, from all facts it can reasonably infer that a new contract 
arose on that behalf. 
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LOCATION AND SIZE OF BUSINESS UNITS 

Every entrepreneur has to devote considerable thought 
over the problem of location and site for the industrial unit 
which he is contemplating to establish. He has also to take 
a decision regarding the size of the business unit. In 
selecting the location and site as well as in the determi¬ 
nation of the size, he examines various factors which have 
a bearing on these subjects. His aim is to so locate his 
business unit and so fix the size as would secure the 
maximum /ejfficiency in production and distribution with 
minimum cost. He is primarily influenced by economic 
considerations with regard to both size and location. 

FACTORS AFFECTING LOCATION 

We shall now consider in detail the factors that affect 
these two aspects of any business unit. Taking first the 
problem of location, we find that in every country certain 
industries are generally established in certain selected 
areas. This geographical distribution of industries, known 
as localisation, is influenced mainly by the following eight 
factors, although, in some exceptional circumstances, 
location may be influenced by mere chance or the whim of 
the entrepreneur. The factors are (1) nature of raw 
material (2) labour (3) market (4) finance (5) transport 
(6) external economies (7) patronage of the state and 
(8) amenities of particular sites. 

The influence of raw material in pulling industry to its 
sources of supply depends largely upon the nature of the 
raw material itself. Raw materials such as coal, iron, 
wood etc., which lose their weight in the process of 
production attract the industry to the place of their deposit, 
whereas *pure materials^ such as cotton, wool etc., as 
opposed to the weight losing materials mentioned earlier, 
which impart the whole or bulk of their weight to the final 
product, exert no such influence. This made Weber remark 
that the attractive power of material deposit varies 
according to the * material index* i.e., the proportion of 
weight of localised material to weight of product. The 
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higher the index the greater will be the tendency on the 
part of the industry to localise at the centre of the raw 
material deposit. Highly localised character of the iron and 
steel industry of India is an outstanding example to show 
how a heavy basic industry is naturally attracted to places 
where its principal raw materials iron-ore, coal and lime¬ 
stone are situated. 

If the industry depends on imported raw materials then 
the tendency will be for the industry to be localised near 
the port. Where an industry requires different kinds of 
raw materials, both ubiquitous and localised, located at 
different points, it will be established in the locality where 
all the materials taken together will be obtained at the 
lowest cost. Generally, the predominant weight-losing 
material is likely to attract production to itself. Raw 
materials which are easily perishable, usually attract 
industries to their sources. Where an industry uses 
several materials in independent stages of production, it 
may find it advantageous to have different locations for 
different stages, provided a considerable loss of weight takes 
place after the first stage. Thus, in the paper industry, 
production of pulp can be separated from manufacture of 
paper. The former might be localised in tracts growing the 
required quality of wood, timber or grass, provided power 
is available there, and the latter at the point of consumption. 

The effect of labour on location has to be considered 
both qualitatively and quantitatively. Industries which 
require highly skilled or specialised type of labour will 
generally tend to be attracted towards centres having an 
adequate supply of labour possessing the requisite skill and 
ability. With progressive mechanisation of industries, the 
relative importance of this factor has greatly been dimi¬ 
nished. The influence of labour on location also varies 
with the ratio of labour costs to the total costs of produc¬ 
tion. The higher the ratio, the greater is the importance of 
labour cost as a locational factor. 

Proximity to market has always been considered to be 
an important factor affecting location. Industries whose 
products are fragile, perishable or very bulky and at the 
same time involve large transportation cost tend to be 
attracted towards markets. Lighter industries generally 
have a greater pull towards market. Industrial units 
established near the market not only effect a saving in 
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transport charges but they also derive the advantage of 
maintaining a close contact with their consumers. Proximity 
to market also helps them in providing aftersales service, 
the importance of which is growing day by day. The 
important consideration for the manufacturer is no longer 
merely the cost ex-works, but the costs delivered to the 
consumer. 

Presence or absence of facilities regarding provision of 
finances also affects considerably the judgment of an entre¬ 
preneur in selecting the locality for his business unit. It is 
only in ports and commerical towns that one can expect 
various types of financial and banking facilities and this is 
why in early days, industrial units of various types centred 
round these areas. It is well known, how in India the 
managing agents who combine in themselves the activities 
of financiers, promoters and business managers preferred 
ports and other commerical towns where their other trade 
activities were centred. 

While discussing the influence of finance on location, 
mention should be made of the effect of taxation on location. 
There is always a tendency for the industry to shift from 
areas where taxation is heavy to areas where it is compara¬ 
tively light. It may be mentioned in this connection that 
between 1921 and 1939 there was a great deal of expansion 
of industries in Indian States compared to those of British 
India. Industries were attracted to Indian States due 
among other things, to the possibility of escaping the 
incidence of high taxation in British India. Various induce¬ 
ments offered by the State Governments and relatively low 
level of wages and rents, laxity of labour legislation are the 
other factors that accounted for this shift. 

The effect of the factor of transport on location is also 
very great. Transport charges are an important item of 
cost both with regard to production as well as distribution. 
An entrepreneur has to choose the location of his business 
unit in such a way that its total cost will be minimum. In 
this connection the nature of transport facilities available 
have also to be reckoned with. Further, not only transport 
rates but also transport policy, considerably affects location 
of industrial units. It is well known, how in India, the 
earlier policy of the railways to stimulate traffic to and 
from ports, tended to make the industries concentrate in 
port towns. 
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Concentration of industries in particular centres gives 
rise to various external economies and this in its turn 
helps agglomeration. The development of auxiliary trades 
is also a common feature of all agglomerations. Industries 
of an allied character, those engaged in ancillary and some¬ 
times in finishing processes, those that can utilise the by¬ 
products of other industries and those that can supply them 
with equipment or components are naturally attracted to 
an area where a large number of industries are already 
concentrated. 

Localisation of particular industries has often been 
the result of patronage of the state. During pre-British 
days, specially during the days of Mughals, artisans were 
invited to settle near the courts of rulers. Many of the 
famous cottage industries of India were localised in various 
centres in this way. In the present day, silk industry 
provides an excellent example of an industry whose 
location is influenced by differences in the degree of 
assistance received from government. According to the 
Indian Tariff Board which examined the case of the 
sericultural industry in 1933 the industry was thriving in 
States owing to the assistance given by the State govern¬ 
ments, and it was declining in Bengal and other states 
on account of lack of government encouragement. 

SELECTION OF SITE 

When the entrepreneur comes to the question of 
selection of site he has to consider various factors. He has 
to consider first the physical characteristics of the area 
such as : nature of the ground for foundation, the tendency 
to become water logged, the climate (though the impor¬ 
tance of this factor is diminishing), water supply, facilities 
for dumping of waste materials. Facilities available 
regarding communication (post and telephone), supply of 
gas and electricity, drainage, accessibility of the site from 
the point of view of road, rail and water transport are also 
factors to be considered. Availability of social amenities 
including housing facilities sometimes encourage entre¬ 
preneurs to set up their business unit in one particular 
place, as the cost of providing these services to the 
labourers will be reduced. Factors like local rates and 
taxes also considerably affect the decision. Finally the 
site for a particular industry is affected by the presence of 
1393—5 
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other noxious industries. It is clear that industries 
manufacturing biscuits and confectionary or other food 
industries cannot be established too near an area where a 
large number of smoke producing workshops are located. 
Similarly, explosive works should always be established 
in places which are far away from human dw’^ellings and 
other factories. 

Every entrepreneur has to come to a final decision 
on the subject, after weighing and assessing the relative 
importance of the various factors discussed above. These 
factors never act in isolation. In the practical field, we 
find location to be based on a combination of all or some of 
these factors. At times, a single factor may become so 
important as to outweigh all others, in which case location 
is mainly determined by the influence of that factor alone. 
On the other ^hand, in many industries, especially light 
industries, the effect of the influence of various factors is 
such as would permit a wide range of choice. 

PROBLEM OF LOCATION - A DYNAMIC PHENOMENON 

It should be noted that the problem of location is not a 
static phenomenon. Relative importance of the various 
factors affecting location changes with the passage of time. 
A place which might be considered to be ideally suited 
now for a particular industry may cease to be so with 
changes in the policy and means of transport and com¬ 
munications, technique of production, developments of 
new markets etc. Bombay which was once regarded as ^e 
natural home of the cotton mill industry has lost its 
predominance. In recent years many new centres have 
developed in the midst of large consuming areas having 
excellent geographical advantages in regard to transport 
and communications. Indeed, cotton mill industry has an 
inherent tendency to be attracted towards markets rather 
than towards the sources of raw materials. It is 
capable of considerable dispersal between regions. 
Woollen industry, silk manufacture, industries manu¬ 
facturing cement have also shown dispersion accompanied 
by a decline in the importance of original places of 
concentration. Again industries such as sugar, leather 
works, tanneries, chemicals, paper and glass have also 
shown dispersion without affecting any decline in the 
importance of the initial places of concentration. Jute and 
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iron and steel industries on the other hand, have had no 
significant dispersion inspite of expansion^. 

DISPERSAL OF INDUSTRIES 

Thus, we notice a tendency for the dispersal of indus¬ 
tries working side by side with the tendency for 
localisation. Various factors are working in this direction. 
Every agglomeration, after it crosses the optimum limit, 
sets in motion opposite tendencies which make it less and 
less attractive to a new industry. There is a rise in the 
value of land, rise in rents, rates and taxes as well as 
wages due to heavy concentration of industries in a 
particular centre. The vast size of our country and the 
enormous distances over v/hich the products of industry 
have to travel to reach the consumer are by themselves 
factors which facilitate dispersal of industries. Wide 
dispersal of raw materials combined with abundant supply 
of labour also favours decentralisation. Scope for dispers^ 
will also increase with the possibilities of exploiting more 
intensively the coal deposits in areas other than Bengal 
and Bihar. Finally with the materialisation of all the 
development plans for the generation of hydro-electric 
power, the scope for dispersal of industries will be further 
increased. It has rightly been pointed out that the future 
location of industries in India will depend a great deal on 
the extent to which the power resources of the country 
are developed. 


SIZE OF BUSINESS UNITS 

Coming to the question of size we find that though 
economic expediency coupled with legislative protection 
precipitated the formation of one type of business unit as 
an improvement over another, it has not necessarily 
blessed any one of them with all possible advantages, so as 
to ensure its unchallenged predominance in the field. 
Introduction of jointstock company organisations has, no 
doubt, made it possible to start huge concerns involving 
large amount of capital, to suit the needs of the present 
day business world, but this has not been able to oust the 
small or medium sized business units from the field. 


1. Dr. R. Balakrishna : Regional Planning in India. 
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FROM THE MINIMUM ECONOMIC SIZE TO THE OPTIMUM 

In the present day business world we come across 
business units of various sizes in the industrial as well sts 
the non-industrial field. In certain industries, the average 
size of a business unit is comparatively small, in others 
the average size is pretty big. Variation is noticeable in 
different countries of the world, as well as in different 
centres of the same country, with regard to the average 
size of industrial units whether engaged in the same 
manufacturing operations or not. All these are impressive 
enough to suggest that variations in the size of business 
units are not the result of any fortuitous event. It is not 
mere chance or accident that some business units are big 
in size, some moderate and small. However, each busi¬ 
ness unit, especially industrial units, must be of a certain 
minimum size to ensure its efficient and economic 
working. This minimum economic size differs from 
industry to industry, as different sets of technical and 
other factors affect different industides. For the se^me 
industry, it also varies fro a centre to centre, due to the 
presence of different sets of market, labour and managerial 
conditions in different centres. It is interesting to observe, 
in this connection, the views expressed in 1932 by the 
Bombay Millowners* Association and the Ahmedabad 
Millowners’ Association to the then Tariff Board in reply 
to the questionnaire issued by the Board. According to the 
former Association, a mill spinniiig on the average 40 counts 
of yarn and using the whole of its >^c»rn production in 
weaving cloth should have 40,000 spindles c^nJ about 1,000 
looms to ensure efficient and economic working. The 
latter Association was of the opinion that a mill having 
25,000 spindles and 600 looms would be conducive to 
efficient and economical working. 

Even though many a business unit may be started on 
the basis of the minimum economic size, yet no business 
unit will ever remain satisfied with the minimum size. 
There will be always a tendency on the part of every 
business unit to expand, to obtain the advantages of large 
scale production and operation. Such advantages, however, 
cannot be expected to increase with size. There is a limit 
beyond which an increase in size will not be remunerative 
to the entrepreneur. All units try to grow upto that point. 
It is the point which is always attempted to be reached 
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by all entrepreneurs so that they may obtain in the long 
run^ the lowest cost of production under existing condi¬ 
tions of financial, technical and entrepreneurial ability. 

NO FIXED OPTIMUM 

This optimum, however, can never remain stationary. 
It is ever changing with the various factors such as 
technique, finance, market condition's and organising 
ability that affect business units. These factors can never 
remain static ; they are dynamic in character. With the 
passage of time, changes take place in all these factors and 
this has the effect of constantly changing the magnitude 
of the optimum firm. This, in its turm, makes it difficult 
for the firms which are already in existence to attain the 
new optimum; for they cannot undertake the changed 
methods of production as immediately as a new firm 
on the verge of formation can. This is particularly true 
when the change underlying the new optimum involves 
a substitution of improved types of machinery; the old 
firm finds it a financial problem to adopt itself to the new 
requirements. On the other hand, the firms that are 
starting business may equip the machinery directly for 
the new optimum, if not start with it. Thus, the ever- 
changing character of the factors affecting the optimum 
size is an important lactor in creating differences in the 
size of businese units. 

EFFECT OF ENTREPRENEURIAL ABILITY ON SIZE 

Various factors affecting the size of business units 
have been divided by Haney into two broad categories. 
He says “according to pretty definite conditions within and 
without the industry, there is a certain size of establish¬ 
ment which will give the maximum of efficiency of 
production and towards this size all establishments tend^L^ 
Of the factors which are external to the industry, the 
capacity of the entrepreneur-the managerial factor-stands 
out so prominently that it deserves special mention. 
A unit may have the possibility of deriving a greater 
advantage by enlarging its size but at any given time, the 
size is limited by the capacity of the entrepreneur to 
manage it efficiently. And the less capable the entre¬ 
preneur the earlier is the limit of expansion reached, 

2. Haney: Business Organisation and Combination 
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TECHNICAL FACTORS AFFECTING SIZE 

Conditions within the industry are threefold: (i) the 
nature of the industry, w’hich is determined by raw 
material (ii) the productive process and (iii) the product. 
Of these three the first two relate to technical forces. We 
note that there are various types of industries such as 
those directly dependent upon extractive materials and 
extractive manufacturing, in regard to both of which 
there is a tendency for the predominance of the large scale 
plant. This tendency is accentuated where the supply is 
concentrated in a particular area, where transportation 
expenses are high, and where the proportion of raw 
materials to the finished product is high. In some cases, 
though the raw material is not bulky, yet its high 
specific value favours concentration leading to increase in 
the size of the unit. 

Use of machinery is a feature of modern manufactur¬ 
ing processes. Where the machine required is costly and 
complex in nature and at the same time absolutely essential 
for the work, the tendency for the prevalence of large-scale 
units seems to be irresistible. It is a matter of common 
knowledge that the average size of a cotton, jute or sugar 
mill is smaller in comparison with the average size of an 
undertaking manufacturing iron and steel, locomotives, 
automobiles or ships. In the former groups of industries 
there is no manufacturing operation which must be 
conducted on a large scale from considerations of efficiency 
only, and the size can be increased by mere duplication 
of machines. With regard to cotton mills it is said that 
^*the tendency towards the formation of larger plants, 
so far as production itself is concerned, has been chiefly the 
outgrowth of attempts to reduce the cost of management 
and non-manufacturing operations over a larger volume 
of output.* 

The productive process also affects the size. When the 
process of production offers opportunities for the production 
of standardised goods on a large scale there will be a 
tendency for establishment of units of large size. Among 
Industries which require constant and detailed attention on 

3. H. E. Mechel-The Textile Industries-An Economic Analyai® 
p. 93 Quoted from * A Statistical Study of India’s Industrial 
Development by Dr. N. S. R. Sastry. 
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every minute process and which present the least scope for 
routine methods of production, the chances of large units 
springing up are few and rare. This tendency is further 
accentuated when the product in question is least stan¬ 
dardised. In such industries small and medium sized 
units have the opportunity to prevail, in so far as such 
units are engaged on specialities. It is said that in Japan 
where goods of varied patterns are demanded in small 
quantities, small factories are better suited to adopt them¬ 
selves to the actual requirements, and can therefore 
successfully compete with large producers. ^ Routine 
methods of production and standardisation facilitate the 
extension of division of labour which enables a continuous 
employment of the highly specialised machine. The latter 
is a feature of modern production. And it is obvious that 
large units, rather than small ones, can afford the most 
profitable use of specialised machinery and labour. 

It is thus seen that the difference in the size of 
industrial units in different industries is mostly due to the 
effect of teclinical factors, the optimum for which varies 
from industry to industry as also with the progress of 
scientific development. 

EFFECT OF PRODUCT ON SIZE 

The nature of the product too, reacts upon the size of 
the unit. If the product is of a perishable type and cannot 
be carried to distant markets (e.g. ice), the tendency will be 
for small units to prevail. Industries, the products of 
which are very much susceptible to fashion changes, such 
as dress making, or where the very nature of the work (as 
in the production of finer grade hand made cigars or 
jewellery or lace or oriental carpets), does not admit of the 
use of machinery, the size of the units will bo relatively 
small. On the other hand, large size and complex charac¬ 
ter of the product, necessitates the establishment of large 
plants. 


MARKET AFFECTING SIZE 

When we turn to factors outside the industry, the out¬ 
standing one seems to relate to the nature and character of 
the market. These two are determined by the type and 


4. Small Industries of Japan by C. N. Vakil. 
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number of consumers. In this connection, the stability of 
the market and facilities provided for the marketing of the 
products are also to be reckoned with. The extent to 
which market affects the size of business units is best 
illustrated by a comparison of the size of jute and cotton 
mills in India and abroad. It has been found® that the average 
size of jute mills in England is smaller than that of the jute 
mills of India. Lack of finance or absence of technical and 
managerial ability cannot explain this as these factors are 
in abundance in the former country. This is mainly the 
effect of market conditions. Jute mills of Bengal have a 
world wide market for their large variety of standardised 
products, whereas the mills in the United Kingdom cater 
for a limited market.-^bn the other hand, the average size of 
cotton mij-ls of England and Japan are greater than the 
average size of the cotton mills in India. This too, is due, 
among other reasons, to the influence of market. Cotton 
mills of the former countries cater for a large market. The 
demand for variegated cotton goods, the existence of marked 
preferences and tastes of a local or sectional character—a 
characteristic feature of the Indian market—favours the 
organisation of the small or moderate sized mills. It has 
been observed by Dr. Sastry that in India, ‘ * apart from the 
technical optimum, market appears to be the dominant 
factor in determining the size of a typical plant. In this 
connection, both the low purchasing power of the Indian 
masses and the large distances over which the goods have 
to be carried must be taken into account. In many regions, 
as both the density of population and their purchasing 
power are small, the amount of goods which a company 
can economically distribute is limited. This explains the 
preponderance of small units in all industries in different 
parts of the country. ’ ^ ® 

FINANCE AFFECTING SI/E 

Finally, mention must be made of the influence of 
finance on the size. It is well known that a firm started 
on jointstock principle can be of fairly big size. It is due 
to the facilities offered under the system for mobilization 

5. A Statistical Study of India>;s Industrial development by 
Dr, N. S. R. Sastry. 

6. Dr. N. S. R. Sastry : A Statistical Study of Indians Industrial 
Development. 
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of a large amount of capital. Experience in the organisa¬ 
tion of cotton mills in Bombay and Ahmedabad has also 
shown that facilities available in the matter of procuring 
finance affect the size of business units. 

The effect of -managing agency system of business 
administration on the size of business units in India 
deserves special mention. This system has provided 
opportunites for integration of business units in their 
administrative aspects and thus made it possible for the 
smaller business units in India to derive many of the 
economies of large scale management, so long as a number 
of such units are in the hands of a single managing agency 
firm. This fact partly explains the establishment of small 
and medium sized units in the country. Such units so long 
as they are in the hands of eflSicient managing agents, are 
always able to get the necessary financial assistance. 

The various factors discussed above do not generally 
act independently or in an isolated way, but in many cases 
they act and react on the size of the unit collectively and 
‘‘the interaction of the various technical, financial, 
managerial and marketing factors in industry instead of 
securing one optimum firm, has often the effect of bringing 
about a number of optima at various stages in the evolu¬ 
tion of that industry and at different centres in the 
country. ^ 

MISCELLANEOUS FACTORS 

Other reasons which account for differences in size are 
the degree of concentration and the age of the industry at a 
particular centre or country. Higher average for the size 
of cotton mills in Bombay compared to that of any other 
place in India is due, among other reasons, to the early 
start and concentration of the industry in that centre. On 
the other hand, this cannot explain the preponderance of 
small and medium sized units in Great Britain as compared 
with U. S. A. An important explanation, however, is to 
be found in the presence of a smaller market and a larger 
proportion of skilled labour to its natural resources in the 
former country when compared with the latter. 

Different entrepreneurs weigh differently these factors 
and this too partly explains the reason for the difference in 
the size of business units in the same industry. 

7. Industrial organisation in India by Dr. P. S. Lokanathan. 
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DAYS OF SMALL OR MEDIUM SIZED BUSINESS 
UNIT NOT OVER 

From the above discussion it is clear that business 
units of various sizes will always be there. Possibilities 
of inefficient units being perpetuated side by side with 
efficient ones are also there, so long as perfect competition 
does not exist. In fact, business units of various sizes 
have their own field of operation wherefrom it is not 
possible to dislodge them. Do we not find handloom 
weavers existing side by side with cotton mills of very 
large size ? Are not the small proprietory retail shops still 
surviving against modern departmental stores? In the 
field of industry the role of the small craftsman is not yet 
extinct. He is in the field doing his job along with the big 
industrial concern. Even in England, the birth place of the 
industrial revolution, besides the steel works of Sheffield 
there is the ‘ little master ’ who still works in his cutlery 
shop. In Lancashire and Yorkshire the great mills have 
not yet ousted the small weavers who hire ‘ room and 
power ’ in buildings occupied by several firms. In this 
connection, it is worth while to observe the conclusion 
arrived at by Mr. Allen from the report of the census of 
production (1935) of Great Britain. He observes that 
‘ although modern industrialisation has brought a consider¬ 
able concentration of employment within very large firms 
(1650 of 173,500 firms employing 40 per cent of the total 
labour force of 5,694,000) it has left a substantial part of 
enterprise in the hands of small manufacturers ”. Prof. 
Bowley said “ in the period 1918-35 no material trend 
against the small firm is observable ”. 



CHAPTER V 

MANAGEMENT OF JOINTSTOCK COMPANIES 

Shareholders of jointstock companies have but certain 
limited rights in connexion with the management of the 
companies of which they are the owners. The right of 
management is, in a sense, divorced from that of owner¬ 
ship, being vested in a group of persons who are considered 
to be the representives of the shareholders. That group is 
known as the board of directors, and the board functions 
as a body corporate deriving its powers from the articles 
of the company and the Indian Companies Act. 

The very fact of control being divorced from owner¬ 
ship may make many feel that the principle is wrong. To 
this it must be first said that really control is not divorced 
from ownership. The law has given wide powers to the 
owners, the shareholders, for controlling the activities of 
their representatives, the board of directors. To be very 
accurate, ownership is divorced from day-to-day manage¬ 
ment of the concern. To allow a very large number of 
persons to manage, irrespective of the fact whether they 
have necessary managerial ability or not, will mean 
spoiling the business. It is not at all a practical proposi¬ 
tion for all the shareholders to take an active part in the 
day-to-day management of the company ; and it is but fair 
and reasonable to have it managed by a group of experts 
who are the representatives of the shareholders. 

IS THE MANAGEMENT DEMOCRATIC? 

Management by such an elected representative body 
has the character of the princple of democracy underlying 
it. In the field of politics, the principle of democracy 
implies rule by the majority decision of the representative 
body elected by the electorate ; and the wider the franchise 
the greater the chance for the application of the democratic 
principle. These very same principles are applied in the 
organisation and management of joint-stock companies. 
But here, there is a great deal of divergence between the 
principle and its actual application. 

With the diffusion of ownership, franchise is extended; 
the greater the diffusion, the greater is the scope and 
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chance for people with knowledge and abilities to join 
together and develop the right type of business unit. But 
much depends upon the electorate. They must know their 
rights and exercise them, and that, too, intelligently. In 
the absence of these, democracy degenerates into oligarchy 
or into fascism. Shareholders must always take an active 
and intelligent part. They must be perpetually vigilant 
about the activities of their government. “ Perpetual 
vigilance is the price of freedom, as Burke said, and it 
is worth noting in this connexion too. The law, in making 
provision for shareholders^ control, postulates effective 
co-operation as well as perpetual vigilance on the part of 
the shareholders. But, for various reasons, such co-opera¬ 
tion and vigilance can hardly be expected and in fact are 
never found at all. The result is that the shareholders^ 
control is becoming more and more a dead letter and the 
character of management tends more to be oligarchic than 
democratic. It is thus observed by Margaret Miller, 
On the question of shareholders’ control, it is clear that 
the ideal of democracy upon which the jointstock system 
is founded is more honoured in the breach than in the 
observance. ^ 

The wider the diffusion of capital ownership, the less 
likely it becomes that the shareholders will take part in 
the deliberations of the company. Time and distance are 
the two important bars standing in the way of shareholders 
attending the general meeting of the company where 
they are to exercise their right and take part in the 
deliberations. Moreover, though the shareholders have 
rights in their individual capacity yet, in most cases, to 
be really effective these rights must be exercised collec¬ 
tively. Again, many shareholders have not the capacity to 
take an active part ; many have not even the desire. 
Thus the very same people from the very beginning 
continue to be in the board till they voluntarily retire and 
even when they retire they see that their position is occupied 
by men of their own choice. Thus, the representative 
character of the board slowly fades away, paving the way 
for oligarchy. Once the oligarchy is established, the 
board for various reasons, such as love of power and for 
money, tries to maintain it in various ways such as by 

1. Financial Democracyy by Margaret Miller and Douglas 
Campbell. 
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manipulation and limitation of voting rights, or by- 
concentrating control in the hands of the management by 
forming holding companies. 

DISTRIBUTION OF VOTING RIGHTS 

It is worth considering how best voting rights can be 
distributed to prevent the excessive concentration of voting 
power in a few individuals. The law on this point says 
that if the articles of the company do not make any 
provision in that behalf, then in the case of a company 
originally having a share capital, every member shall 
have one vote in respect of each share or each hundred 
rupee-stock held by him, and in any other case every 
member shall have one vote. [ Sec. 79 (2) (d) ]. In the 
matter of the distribution of voting rights one must see 
that the democratic character of the jointstock company 
organisation is maintained and further, that due weightage 
is given to the investment of each individual. The man 
who has invested Rs. 1,000 or, Rs. 10,000, in the 
share capital of the company should naturally be given 
greater voting rights than the one possessing one 
share of Rs. 10. But if in order to give the first man 
greater voting rights, the ‘‘one share, one vote’^ principle 
is followed, concentration of voting power in a few 
hands is inevitable. So a better course seems to be to 
combine the “one man, one vote’^ and the “ one share, 
one vote principles. The natural consequence of this 
combination of apparently contrary principles, then, is 
to follow the principle of “one man, one vote up to 
holdings of a particular amount, which should not be 
placed at a very high level. The voting rights of anybody 
possessing a larger holding beyond the amount so fixed 
will be distributed on a regressive scale in the manner 
explained in the table below. 

Voting rights. 

Up to holdings of 25 shares 1 man 1 vote 

exceeding 25 but less than 101 shares 1 vote for each 

twenty five shares, 


101 „ 

201 

„ 1 vote for each 50 

shares or less, 

201 „ 

301 

„ 1 vote for each 100 

shares or less, 


and so on. 
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The above table is given to explain the underlying idea 
behind the scheme and any company may modify it to suit 
its own conditions. 

VARIATION OF SHAREHOLDERS^ RIGHTS 

A company may attach different rights to different 
classes of shares which it issues. Provision may be made 
in the memorandum or in the articles to authorise the 
variation of the rights attached to any class of shares in 
the company, subject to the consent of any specified propor¬ 
tion of the holders of the issued shares of that class or the 
sanction of a resolution passed at a separate meeting of the 
holders of those shares. This power to alter the rights of 
the holders of a class of share is, however, sometimes 
being used unfairly. To meet this difficulty, provision has 
been made in Sec. 66-A to the effect that the holders of not 
less in the aggregate than ten percent of the issued shares 
of that class affected by the variation may apply to the 
court to have the variation cancelled, and the variation 
will not then become effective unless and until it is confir¬ 
med by the court. The Government memorandum on 
the amendments of the Indian Companies A.ct suggests 
that the voting rights shall be strictly proportion^ to 
the paid up amount of shareholders, irrespective of the 
nature of shares held by them and not withstanding any¬ 
thing contained in the Articles of the company. 

BOARD OF DIRECTORS ; ITS CONSTITUTION 

Every public limiied company must have at least 
three directors [Sec. 83-A], or more if the articles so 
provide. Generally with regard to companies which 
are newly started the names of the first set of directors 
are mentioned in the prospectus, or the statement 
issued in lieu of prospectus, but before publication 
of the name of such persons who agree to become 
directors, their consent to act as such must be sub¬ 
mitted to the Pwegistrar and each one of them must have 
(a) signed the memorandum for a number of shares not less 
than his qflhalification (if any) or (6) taken from the company 
and paid or agreed to pay for his qualification shares or 
(c) signed and filed with the Registrar a contract in writing 
to take from the company and pay for his qualification 
shares, if any, or (d) made and filed with the Registrar 
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an affidavit to the effect that a number of shares not less 
than his qualification are registered in his name [Sec. 84 
(1) (ii)]. All these measures are there to see that persons 
acting as directors do not evade their liability to acquire 
and pay for the qualification shares. 

In the absence of specific mention of any list of directors 
ih the prospectus, the subscribers to the memorandum 
shall be deemed to be the directors of the company imtil 
the first directors are appointed by the company in the 
general meeting (Sec. 83 B) when all the directors appointed 
previous to this (generally known as proposed directors) 
retire and subsequent directors are appointed by the share¬ 
holders each year at the time of the annual general meet¬ 
ing, to fill the vacancies of retiring directors. Casual 
vacancies are filled up by the directors, but a director so 
appointed is to retire at the time when the person whom 
he replaces would have retired. According to sec. 83 B (2) 
not less than two-thirds of the whole number of directors 
of companies incorporated under the present Act must 
retire by rotation in the manner prescribed by regula¬ 
tions 78 and 79 of Table A. This implies that every 
company may have at the most one-third of its total number 
of directors whose term of office may be fixed, and by the 
said regulations all the directors shall i*etire from office at 
the first ordinary meeting of the company, while at the 
ordinary meeting in every subsequent year one-third of 
the total number of directors must retire from office, and 
the directors who have been longest in the office shall 
retire first. Of course, retiring directors are eligible for re- 
election. By limiting the number of fixed directors, a 
board consisting of the majority of directors over whose 
appoinment shareholders have a voice is ensured. We see 
that, now, managing agents can nominate one-third of the 
total number of directors to the board (Sec. 87 I), and 
generally such nominies become permanent directors. 
It may be noted that the underlying principle of the above 
privisions is two fold : firstly, that continuity may be 
maintained in the managerial policy ; secondly, that the 
management may not stagnate to the point of inefficiency 
through the perpetuation of the same personnel. 

Every director must possess the necessary shares to 
qualify him as a director under the articles of the company, 
or if he does not possess such shares at the time of his 
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appointment, he must acquire such shares within two 
months after his appointment, or such shorter time as may 
be fixed by the articles [Sec. 85 (1)]. 

SELECTION OF THE PERSONNEL OF THE BOARD 

Shareholders in electing their representatives to the 
board must exercise great care, as the success of a 
company largely depends upon the right choice of a directo¬ 
rate. It is therefore desirable to enunciate certain 
principles in the matter of selecting persons to act as 
directors. The board should not be too big, as the inclu¬ 
sion of a large number of persons will make it unwieldy. 
Only those persons should be selected who can spare time 
and will take an active interest in the management of the 
affairs of the company. A good board of directors should 
contain different types of talent required for the successful 
operation of the company. There should be some who 
are financial magnates, some technical experts, some 
possessed of high administrative ability, some whose 
presence will inspire confidence in the minds of the inves¬ 
tors, some who will be able to introduce new business. 
There should be no directors merely for the name. 
Each one of the directors must be inspired with the idea of 
actually imparting some special knowledge in the manage¬ 
ment which will be of use to the company. The 
board as a whole must be able to supply all the talent 
required for the successful administration of the company. 
Persons also find their way to the board to look after 
the special interest of some groups, just as in insurance 
companies, policy holders are allowed to send their own 
representatives to the board.^ Government directorship 
in the Reserve Bank of India before its nationalisation 
can be explained in terms of national interest. Nominees 
of the managing agents are there to look after their 
(managing agent^s) interest. Sometimes, financial reorga¬ 
nisation leads to the appointment of special directors 
as trustees. 

In fixing the limit of share qualification, it must be 
seen that it is not placed at so high a figure as to 

2. Under .section 48 (I) of the Insurance Act 1938 not less than 
one-fourth of the whole number of the directors of the company 
are elected by the holders of policies of life insurance issued 
by the company. 
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restrict the class of persons eligible for oflBce and thus 
deprive the company of the services of eminently suitable 
directors. It will also create a feeling among the mem¬ 
bers that the management will always vest in a small 
group of persons, and then the principle of democracy 
does not have its full play in the management. It will 
create an inner circle, members of which alone will be 
eligible for directorship. On the other hand, it should not 
also be placed at a very low figure, as it is desirable to 
have only those people on the board who have a large 
financial stake in the company. This will in most cases 
ensure greater interest in the management of the concern 
by the directors. 

MULTIPLE DIRECTORSHIP 

Another question of importance that generally arises 
in this connexion is that of allowing a single individual to 
hold the office of director of as many companies as he likes. 
Can any one, however versatile a genius he may be, do full 
justice to all the companies if he is on the board of directors 
of a large number of them ? The answer must really be 
in the negative. If so, is it not desirable then to put a 
statutory limit on multiple directorship ? The fixing of a 
legal limit regarding the number of directorships held by a 
single individual will not be an unmixed good. Such a 
measure will deprive the smaller units from getting the 
valuable services of the ablest directors as they will then 
generally prefer to be on the boards of bigger concerns 
paying higher remuneration. Looking at the problem 
from another angle, we see that such a measure will 
deprive the shareholders of their primary right to elect 
their own representatives, a right which in the field of 
politics, is so well guarded by electors. Similarly in the 
field of business, interference with the rights of shareholders 
to elect their own directors should not be tolerated. It is 
for the shareholders to elect their own man, whomsoever 
they like (within the limits prescribed by law). They 
know that by electing one to the board who is already on 
the board of a large number of companies their interest 
will be best served either by inspiring public confidence in 
the company or in times of need, the company will be able 
to get from him the best expert advice (as it is only a few 
of the very ablest business men who are in great demand), 

1393—6 
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even though the man selected may not be able to attend 
each and every meeting of the board. 

MANAGING DIRECTOR 

Directors in their first meeting appoint one of them¬ 
selves as the chairman, subject to the regulations of the 
articles in the matter. Sometimes, they also appoint, if so 
authorised by the articles, one of themselves as managing 
director, who as the name suggests, is responsible for the 
day-to-day administration of the company and also for 
implementing the general policies laid down by the board. 
He is a paid servant of the company, being paid a monthly 
salary, or a commission on net profit, or both. A monthly 
salary combined with a commission on net profit, may be 
considered to be the better of the two, as it will create in 
him an incentive for better management. 

In addition to the rights and responsibilities of a 
director, the Managing Director has other rights and duties 
as provided for in the articles and delegated to him by the 
board. If the articles provide, he shall not, while 
holding that office be subject to retirement by rotation or 
be taken into account in determining the rotation of 
retirement of directors. 

The idea of appointing a managing director is to place 
one of the directors in charge of the day-to-day administ¬ 
ration of the company, to relieve the board of going through 
all the details. Such duties, no doubt, may be performed 
by a manager or general manager, whatever name you 
may give him, but a manager may not take that amount 
of interest which is expected of one who has some stake 
in the concern. A managing director has that stake. 
Secondly, a manager cannot do such duties as can be perfor¬ 
med by a director on behalf of the board. So, if a manager 
is appointed, on many occasions he may have to refer 
matters to the board of directors and this will prevent him 
from taking quick decisions, whenever necessary. It may 
be suggested that some powers as are permissible, may be 
delegated to the manager, but it is very likely that neither 
the shareholders nor the board of directors will give such 
power to the manager who has no financial stake in the 
concern. 

From the above discussion, one should not infer that 
a categorical answer can be given about the superiority of 
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the one over the other. Much depends upon the man 
selected for the work. In selecting either of the two, 
proper care should be taken to select the right man. He 
should be one who combines in himself both administrative 
ability and the necessary technical knowledge. His salary 
and commission, if any, must be so fixed as to induce him to 
pay his wholehearted attention to the business. This will 
place him above petty rivalries or jealousies or party 
factions. Provided a right man is selected, it is better to 
give him wide powers, as that may ensure quick decisions 
as well as better administration. 

SUB-COMMITTEES OF THE BOARD 

In many big companies it has become the custom 
to divide the board into a number of committees 
such as Finance, Transfer, Building, Works, Appointments 
etc. In addition to this, the board sometimes-appoint a 
committee to deal with a particular matter e. g. a 
sub-committee appointed to report on the opening of a 
branch or to investigate a particular problem. Such a 
division of the board into various committees has certain 
advantages. Each committee, being composed of a few 
individuals who are all experts in the line, can come to 
quick as well as good decision, regarding difierent aspects 
of the business. Division of work results in economy of 
time, labour and expense and may be expected to lead to 
better administration. 

This division of the board into various sub-committees 
is generally provided for in the articles of the company. 
The various committees maintain their own minute books 
and as and when necessary present their reports on various 
matters to the general board for its consideration. 

BOARD OF DIRECTORS^ POWERS, DUTIES AND LIABILITIES 

The board of directors has been charged with certain 
powers and duties under the Indian Companies Act. The 
board is also given some powers under the articles of 
association of the company. In defining the board^s powers 
and duties under the articles care shoud be taken not to 
restrict them unduly. Unusual restriction will prevent 
smooth working and involve unnecessary delay and expense 
as each act done by the board beyond that laid down by 
the articles, means a subsequent ratification by the 
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general body or the passing of a special resolution to 
include that right in the articles of the company, provided 
it is intra vires the company. 

The position of the board of directors in the company 
is something like that of a trustee as well as that of an 
agent. Their functions resemble those of a trustee as 
regards the assets and properties of the company which 
come into their hand. They are in the position of an 
agent, in so far as they represent the company in entering 
into a contract with a third party and can bind the company. 
They are not personally liable for the contracts which 
they make as agents for the company, but they may be 
liable on an implied warranty of authority or they may be 
liable to persons who subscribe for shares, in case of untrue 
statements in the prospectus, or they may be liable to the 
company where they have acted in a manner which is 
ultra vires. 

They are expected to exercise due diligence and care 
in the discharge of their duties. They are not responsible 
for any loss caused to the company arising out of an error 
of judgment on their part. But they are liable for gross 
negligence, and to avoid liability under this they must use 
that amount of care which is expected of an ordinary man 
in carrying on his own affairs. Directors are also respon¬ 
sible for any wilful neglect of their duties. They are liable 
for any breach of trust or misfeasance, such as payments 
of dividend out of capital, utilisation of the funds of the 
company for a purpose which the company cannot sanction, 
money improperly paid to underwriters or promoters, 
allotment of shares without having received the minimum 
subscription or the money due on application, etc. The 
liability of the directors for breach of trust continues even 
after death, in as much as such a deceased director's estate 
remains liable for breach of trust, but not for negligence, 
unless his estate has benefited by the neglect. Sec. 281 of 
the act has given some relief in this connexion. Under 
this section the Court has been given the power to grant 
relief either of its own accord or on the petition of the 
director concerned, if the Court is satisfied that the person 
ought fairly to be excused for negligence, default, breach 
of duty or breach of trust, either wholly or partly on such 
terms as the Court may think fit. 

Under sec, 70 the liability of a director or directors 
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may be unlimited if so provided by the memorandum, 
and in the absence of any such provision, a limited 
company under sec. 71, if so authorised by articles, may 
by special resolution, alter its memorandum so as to render 
unlimited the liability of its directors or of any one 
director, and under sec. 157, such director or directors, 
whether past or present, on the winding up of the company 
shall, in addition to his liability as an ordinary member 
of the company, contribute, as if he were, at the commence¬ 
ment of the winding up a member of an unlimited company, 
provided that : 

(а) a past director shall not be liable to make such further 
contribution, if he has ceased to hold oflBice for a year 
or upwards before the commencement of the winding 
up; 

(б) he shall not be liable for further contribution for any 
debt incurred after he ceased to be a director. 

(c) Subject to the articles a director shall not be liable to 
make such further contribution, unless the Court 
deems it necessary to require that contribution in order 
to satisfy the debts and liabilities of the company, and 
the costs, charges and expenses of the winding up. 

It is the board of directors who have alone the power 
to recommend to the shareholders what rate of dividend 
is to be declared, and the shareholders may approve of it 
or suggest the declaration of a lower rate of dividend in 
the annual general meeting of the company, but the 
shareholders have no power to compel the directors to 
declare any dividend or demand a higher rate of dividend 
than that recommended by the board. 

Every member of the board must see that in discharg¬ 
ing his duties he does not commit or omit any act, the 
commission or omission of which may entail penalties 
on him. The board as a whole must be careful to see that 
all duties which are cast upon them by the Act are 
rigorously complied with. In fact, it is the secretary of 
the company who is usually to look into these matters, 
and for many acts of commission or omission he too, as 
an officer of the company, is held liable. For many acts of 
commission or omission, directors along with other officers 
of the company are liable for penalties. The following are 
some of the important duties cast upon them, default of 
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which make them liable for penalties. The penalty in 
each case is a fine (where it is imprisonment, it is specially 
mentioned). 

1. Keeping a register of members (sec. 31) with an index 
(sec. 31 A) and making these available to members 
free of charge and to non-members on payment of a 
fee for inspection or taking extracts during business 
hours so fixed by the company in gener^ meeting 
(sec. 36). 

2. Filing with the Registrar notice of the situation where 
a British register of members is kept (sec. 41). 

3. Making of necessary entries in the register in the 
event of share warrants being issued (sec. 47). 

4. Submission of an annual list of members within 18 
months from the date of incorporation of the company, 
and thereafter, once at least every year, in the manner 
prescribed in sec. 32 

5. Sending of notice of refusal of transfer to both the 
transferor and the transferee within two months from 
the date of lodgment of transfer deed with the company 
(sec. 34 (4) ). 

6. Filing of notice to the Registrar of consolidation of 
share capital, conversion of shares into stock or 
reconversion, (sec. 51) as well as any increase of share 
capital beyond the registered capital, (sec. 53). 

7. Registration, with the Registrar, of minute, as approv¬ 
ed by the Court, regarding reduction of share capital 
(sec 62.) Under sec. 64 wilful concealment by any 
officer of the company of the name of any creditor of 
the company who is entitled to object to the reduction 
of share capital may entail imprisonment in addition 
to fine. 

8. Forwarding to the Registrar a copy of the order of 
the Court, served on the company on the application 
of the dissenting shareholders in connexion with any 
variation of shareholders^ rights (Sec. 66 A). 

9. Giving of proper notice by the directors or the proposer 
proposing to make the liability of the director unlimi¬ 
ted to the director concerned. Failure to give such 
notice will entail on the delinquent party the obligation 
to pay also damages which the person so elected or 
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appointed may sustain from the default (sec. 70). 
Liability to pay compensation also arises for making 
a false or untrue statement in the prospectus, to 
persons who subscribe for any shares or debentures 
on the faith of such statements in the prospectus 
[sec. 100 (1) ]. 

10. Calling of Annual General Meeting (sec. 76), the 
Statutory Meeting and submission of Statutory Report 
of the company (sec. 77). 

11. Filing with the Registrar copies of extraordinary and 
special resolutions (sec. 82). 

12. Keeping in the registered ofl&ce of the company a 
register of directors, managers and managing agents in 
the manner prescribed in sec. 87, notifying such 
changes in it as occur from time to time. 

13. Disclosure on the part of the director concerned of the 
nature of his interest in any contract or arragement 
entered into by or on behalf of the company (sec. 91 A), 
and keeping a register where such contracts or arrange¬ 
ments are to be entered and kept for inspection of the 
members (sec. 91 A (3) ) 

14. Sending to every member the contract relating to the 
appointment of manager and managing agent in which 
any director of the company is interested, or any vari¬ 
ation in the term of such contract within the specified 
time-limit, and keeping such contract for inspection by 
the members (sec. 91 C). 

15. Filing a copy of the prospectus complying with the 
provisions of sec. 93 (which gives specific requirements 
as to particulars of prospectus) with the Registrar 
before issuing it to the public (sec. 97) 

16. Keeping in a scheduled bank (sec. 101 (2) (B)) the 
application money of prospective shareholders until the 
‘‘commencement of business^^ certificate is obtained. 

17. Filing with the Registrar a return of allotment within 
one month of it (sec. 104). 

18. Giving particulars of the discount allowed by a company 
issuing shares at a discount, or so much of that 
discount as has not been written off, in all subsequent 
issues of prospectus and balance sheet of the company, 
at the date of the issue of these documents (sec. 105 (A) 2) 
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19. Keeping certificates of shares^ debentures etc.^ ready for 
delivery within proper time (sec. 108) 

20. In all cases where a receiver is appointed, making this 
clear in all documents and business letters, (sec. 119). 

21. Keeping register of mortgages and charges (sec. 123) 
and allowing inspection of the same by members and 
creditors free of charge and by others on payment of a 
prescribed fee (sec. 124), and filing with the Registrar 
for registration, particulars of any mortgage or charge 
created by the company, or of the payment or satisfac¬ 
tion of a debt in respect of which mortgage or charge 
has been registered under sec. 109 or sec. 109-A, or 
of the issues of debentures of a series and of charges on 
properties acquired subject to charge (sec. 109-A). 

22. Permitting debenture holders to inspect the register of 
debenture holders and to have copies of trust deeds 
taken by them (sec. 125). 

23. Keeping proper statements, books and accounts (sec. 
130), preparation of the annual balance sheet, profit 
and loss account, or income and expenditure account 
(sec. 131, 132, 132 A) in the manner prescribed by the 
Act, directors, report (131 A) and authentication of 
balance sheet as in sec. 133. 

24. On winding up, submitting a statement of affairs in 
the form laid down in sec. 177 (A) to the liquidator. 

25. Making of false statement in any return, report, certi¬ 
ficate, balance sheet or any other document by any 
officer will entail imprisonment and fine (sec. 282), 
and an case of wrongful withholding of property, the 
penalty is imprisonment (sec. 282-A); in the case of 
misapplication of the securities given by the emplo¬ 
yees, the penalty is fine (sec. 282-B). For falsification 
of books or destroying or mutilation or alteration of 
the same, the penalty is imprisonment and may be a 
fine in addition (sec. 236). 

It is desirable to note here some of the important 
provisions of the Act not discussed elsewhere in the book, 
connected with the rights and duties of directors. 

According to sec. 86 C any provision in the articles of 
the company relieving the directors from liability except 
as provided in that section in respect of negligence, breach 
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of duty and breach of trust, have been declared to be void. 
By sec. 86 D directors are now prevented from taking any 
loan from the company (except in the case of a banking 
company) of which they are the directors. Henceforward 
by sec. 86 F if a director enters into a contract with the 
company for the sale, purchase or supply of materials to 
the company, then such contracts entered into by the said 
director, or his co-partner, or the firm in which he is a 
member or a director, will hold good only when all the 
directors who are present at the meeting of the board 
where this contract comes up for consideration give their 
consent to such contract. Sec. 91 B further lays down that 
a director interested in a contract, is not allowed to parti¬ 
cipate in a meeting where such contract is to be considered, 
and his presence will not count in determining the quorum. 
As far as possible, this ensures an independent decision of 
the board in the matter. 

Under sec. 86 I the ofiSce of a director will be auto¬ 
matically vacated under the following circumstances. On 
his failure to obtain his qualification share within the 
prescribed time ; if he is of unsound mind ; if he is adjudged 
an insolvent; if he fails to pay call-money in respect of his 
shares within six months from the date of such call; if he 
accepts any office of profit or takes any loan in contraven¬ 
tion of the provisions of this Act; if he absents himself 
from three consecutive meetings of the board or from all 
meetings of the board continuously for a period of three 
months, whichever is longer, without leave of absence. 

Under sec. 177 A directors are liable to submit to the 
official liquidator a statement giving in detail the affairs of 
the company, to enable the liquidator to have a clear idea 
as to the position of the company. Under sec. 141 A 
directors are expected, along with the other officers of the 
company, to render all help to the prosecution in the event 
of one being decided upon under that section. 

The Government memorandum on the amendments of 
the Indian Companies Act rightly says that the present 
system of control and supervision of the board of directors 
is inefficient and ineffective. The memorandum among 
other things, suggests that even when there are menaging 
agents, the directors should have general supervision and 
control over their activities and should share responsibility 
along with them for mismanagement and misdeeds and for 
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contravention of the requirements of the law. It further 
goes on to say that the directors, not withstanding any 
thing contained in the agreement with the managing agents, 
shall have an effective control and supervision over the 
expenditure of the company incurred by the managing 
agents and over the investments of the company made by 
the managing agents, as also on the borrowings of the 
company made by the managir^ agents, and shall be 
responsible for making good any loss incurred by the 
company on these accounts, through their lack of control 
and supervision. For any contravention of the Act 
regarding the managing agents (sec, 87 B to sec. 87 I), the 
directors shall also be liable to prosecution and penalty. 
Adoption of these measures will make the directors more 
vigilant about the affairs of the company. 



CHAPTER VI 

MEETINGS AND RESOLUTIONS 

MEETINGS 

We have seen that a Company is managed by the board 
of directors on behalf of shareholders. Even if a company 
is managed by managing agents they work “ under the 
control and direction of the directors, except to the extent, 
if any, otherwise provided for in the agreement Every 
decision taken by the board is passed in the meeting of 
the board of directors in the form of resolutions. It is 
therefore desirable to know the rules and regulations 
regarding meetings and proceedings thereof. 

Tf the articles of the comnanv so nrovide, it may be 
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contravention of the requirements of the law. It further 
goes on to say that the directors, not withstanding any 
thing contained in the agreement with the managing agents, 
shall have an effective control and supervision over the 
expenditure of the company incurred by the managing 
agents and over the investments of the company made by 
the managing agents, as also on the borrowings of the 
company made by the managing agents, and shall be 
responsible for making good any loss incurred by the 
company on these accounts, through their lack of control 
and supervision. For any contravention of the Act 
regarding the managing agents (sec, 87 B to sec. 87 I), the 
directors shall also be liable to prosecution and penalty. 
Adoption of these measures will make the directors more 
vigilant about the affairs of the company. 

With the idea of amending the present Indian 
Companies Act the Government of India prepared a 
memorandum in 1949 on the basis of the recommendations 
of two experts. Some of these recommendations have been 
examined in the various chapters of the book. In general 
the amendments suggested in the memorandum sought to 
limit the functional capacity of managing agents, fix the 
percentages of profits of managing agents, to make it 
obligatory for directors to declare their share-holdings 
whenever necessary, to protect the interests of minority 
members and to fix the responsibility of directors and 
officers in regard to cases of default. 

The memorandum raised a long controversy. 
Commercial interests suggested that the Government should 
not introduce any amendments to the Act until the economy 
of the country was stabilized. The views expressed by 
State Governments and representatives of interests concerned 
were so divergent that the Central Government considered 
it advisable to postpone the proposal. 

The Government of India now proposes to appoint 
a twelve-man committee to review the working of the 
Indian Companies Act and suggest amendment necessary 
because of the changed conditions created by the rapid 
growth of industry and commerce during and since World 
War IL 
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MEETINGS AND RESOLUTIONS 

MEETINGS 

We have seen that a Company is managed by the board 
of directors on behalf of shareholders. Even if a company 
is managed by managing agents they work under the 
control and direction of the directors, except to the extent, 
if any, otherwise provided for in the agreement Every 
decision taken by the board is passed in the meeting of 
the board of directors in the form of resolutions. It is 
therefore desirable to know the rules and regulations 
regarding meetings and proceedings thereof. 

If the articles of the company so provide, it may be 
possible for the board to come to a decision on any matter 
and pass a resolution on the subject by getting the same 
circularised among the various members^ of the board. 
Such a procedure cannot be advocated, as it does not give 
any opportunity to the members of the board to exchange 
their free opinion on the matter and to arrive at a decision 
after a free and frank exchange of views. This procedure 
of passing a resolution strikes at the very root of the 
principle underlying the holding of any meeting, and so it 
should be avoided. 

It is the articles of the company which will guide the 
board (in fact the Secretary of the Company) in the matter 
of holding the meetings of the board and proceedings 
thereof. In the absence of a permanent chairman, any 
member of the board elected for the purpose may be the 
chairman. Rules relating to the convening of a meeting, 
quorum, period of notice, manner of serving the notice, 
convening the meeting, use of casting vote of the chairman, 
adjournment etc., are all provided for in the articles, and 
they must be strictly adhered to, as even the slightest 
departure from any one of these may invalidate a resolution 
passed in such a meeting. 

Business usually done at the meetings of the board 
relates to the allotment of shares, call, forfeiture, transfers, 
recommendation of dividend, declaration of bonus, appoint¬ 
ment of employees, entering into a contract on behalf of 
the company or any other business of special nature (e.g. 
questions relating to issue of debentures, increase or 
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reduction of share capital^ opening* of a branch of the 

oompany in some place etc.) 

It is not obligatory on the part of every director to 
attend each and every meeting but it will not be wrong to 
assert that they are morally bound to do so. But if any 
member of the board absents himself from three consecutive 
meetings of the board or from all meetings of the board 
continuously for a period of three months, whichever is 
longer, without leave of absence, he will automatically 
cease to be a director [Sec. 86-1 (f)]. 

Certain kinds of business of a public limited company 
must be transacted in the meetings of the shareholders. 
There are specific provisions in the Companies Act dealing 
with such meetings and proceedings thereof. Meetings 
in which the shareholders have a right to attend and take 
part are of two categories (1) Statutory meeting and 
(2) General meeting; the latter may again be subdivided 
into (a) Annual General Meeting and (6) Extraordinary 
General Meeting. 


STATUTORY MEETING 

The statutory meeting is the first oflBcial meeting of 
the company held for the purpose of giving the shareholders 
an opportunity of ascertaining the company’s exact position 
witnin a short time of the receipt of the ‘‘ commencement 
of business ” certificate by the company. 

According to sec. 77, this meeting must be held within 
a period of not less than one month and not more than six 
months from the date at which the company is entitled to 
commence business. A report known as statutory report^ 
certified by not less than two directors or by the chairman 
of the board, if so authorised, and by the auditor in so far 
as it relates to the allotment of shares, cash received in 
respect of the same and receipts and payments of the 
company, must be sent to all members of the company 
21 days before the date of the meeting, stating the 
particulars relating to :— 

(a) The number of shares allotted, showing the amount 
paid up, distinguishing shares allotted as fully or 
partly paid up for consideration otherwise than in cash 
and the consideration for allotment. 

1 A specimen of statutory report is given at the end of the 
chapter. 
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(h) Cash received by the company on the shares allotted 
classMed as above. 

(c) An abstract of receipts and payments of the company 
under different headings such as shares, debentures, 
other sources etc.y up to a date within seven days of 
the date of the report, together with an account or 
estimate of preliminary expenses showing separately 
any commission or discount paid on the issue or sale 
of shares. 

(d) Names, addresses etc.^ of directors, auditors, managing 
agents, managers, secretary. 

(e) If any contract is to be submitted to • the meeting for 
modification, then particulars of the contract and 
proposed modifications (This is an important power 
given to the shareholders, in as much as a company 
cannot alter the terms of any contract referred to in 
the prospectus before the statutory meeting except 
with the approval of the statutory meeting). 

(/) The extent to which underwriting contracts, if any, 
have been carried out; 

{g) The arrears, if any, due on calls from directors, 
managing agents and managers ; and 

(/i) The particulars of any commission or brokerage paid 
or to be paid in connection with the issue or sale of 
shares to any director, managing agent or manager, 
or a partner of the managing agent, if the managing 
agent is a firm, or if the managing agent is a private 
company, a director thereof. 

The Secretary of the company must take the minutes of 
the meeting. A copy of the statutory report must be 
registered with the Registrar of Jointstock Companies 
immediately the reports are sent to the members. A list of 
members with their addresses and particulars of their 
holdings should be produced at the meeting and be kept 
open for inspection of the members during the continuance 
of the meeting. 

At the statutory meeting, members have the liberty 
without giving previous notice, to discuss any matter 
relating to the formation of the company or arising out of 
the statutory report, but no resolution may be passed, of 
which notice has not been given according to the articles. 
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ANNUAL GENERAL MEETING 

Under sec. 76 (7) a general meeting of every company 
shall be held within 18 months from the date of its incorpo¬ 
ration, and thereafter once at least in every calendar year, 
and not more than 15 months after the holding of the last 
preceding general meeting. Though a distinction is made 
between general meeting and extraordinary general 
meeting, the Courts have decided that the holding of an 
extraordinary meeting within the period mentioned above 
will mean compliance with sec. 76 provided such extra¬ 
ordinary general meeting is not held on a requisition of the 
shareholders. 

A general meeting may be called either by (a) the 
directors or the chairman in accordance with the provisions 
of the articles or (6) by the shareholders on requisition 
paying due regard to the provisions of the articles or (c) by 
the Court or by the direction of the Court. 

Generally the following business is transacted at the 
annual general meeting of the company :— 

(а) Adoption, if approved, of the annual report of the 
board of directors, balance sheet, profit and loss account 
or income and expenditure account, as submitted by 
the board, for the period under consideration. 

(б) Declaration of dividend. 

(c) Election of members to the board in place of retiring 
directors. 

(d) Appointment of auditors and fixing their remuneration. 

(e) Transaction of any other competent business. 

It is the secretary who generally writes the report and 
places the same before the board, which, if necessary, will 
make necessary additions and alterations, and when finally 
approved by the board, it is printed and sent along with 
the notice calling the meeting, which should include the 
agenda, to every member of the company 2. In their report, 
the directors usually review the position of the company 
with the background of not only the commercial, industrial 
and financial position of the company, but at times the 
political situation too, for the period to which the report 
relates. It has also become customary for the boards of 
big companies to examine their position in the light of the 

2. Specimen of a notice calling the meeting is given at iche end 
of the chapter. 
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world situation. They also try to throw some light on the 
future prospects of the company. The report also gives the 
shareholders some idea of the policy of the board in the 
management of the company's affairs. All these give the 
shareholders an opportunity to get an idea about the 
working and position of the company since the date of the 
last report, as well as an idea about its future prospects. 

As these reports are sent to each member much in 
advance <Sf the meeting, the chairman in the meeting, with 
the approval of the members, takes the report as read. In 
some cases, he draws the attention of the members to 
certain important points in the report and the accounts 
presented. The members, if they so desire, may discuss, 
with the permission of the chairman, any matter affecting 
the report. 

The rate at which a dividend is to be paid, cannot 
exceed the rate recommended by the board, even if all the 
shareholders pass an unanimous resolution to that effect. 
The board in their report recommends the rate of dividend. 
The resolution relating to dividend should specifically state 
the manner and date from which the dividend will be paid. 
The second point is very important, as it will decide who 
are entitled to claim dividends. 

Retiring directors are eligible for re-election and if the 
shareholders so desire, they may re-elect them. 

APPOINTMENT OF AUDITORS 

As regards the appointment of auditors, the first 
auditors may be appointed by the directors before the 
statutory meeting. Such auditors shall hold office until 
the first annual general meeting, unless previously removed 
by a resolution of the members of the company in the general 
meeting, in which case such members at the meeting may 
appoint any other auditors [Sec. 144 (7)]. The directors 
may fill any casual vacancy in the office of the auditor, but 
while any such vacancy continues, the surviving or 
continuing auditor or auditors (if any) may act. Subsequent 
appointments of auditors shall be made at every annual 
general meeting. To hold the office of auditor a person 
must hold a certificate from the local Government or from 
the Central Government entitling him to act as such. 
Under Sec. 144 (5) the following persons shall not be 
appointed auditors of the company, and if any person after 
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being appointed auditor, becomes indebted to the company 
his appointment shall thereupon be terminated. 

(а) A director or ofiBcer of the company. 

(б) A partner of such director or officer. 

(c) In the case of a company other than a private 
company, not being the subsidiary company of a 
public company, any person in the employment of 
such director or officer ; 

(cZ) any person indebted to the company. 

If an auditor is to be appointed in place of a retiring 
auditor, then the member intending to nominate the new 
auditor has to give notice to the company of his intention 
to do so atleast 14 days before the annual general meeting. 
The company must send a copy of such notice to the 
retiring auditor and give notice thereof to its members 
either by advertisement or in any other manner prescribed 
by the articles, at least seven days before the annual general 
meeting. If, however, the meeting is called for a date 
fourteen days or less after the notice to nominate has been 
given, the requirement of notice as to time will be deemed 
to be complied with and the company may give or send 
the notice at the same time as the notice of the annual 
general meeting. 

There is no provision in the Act for the removal of 
auditors once they are appointed. But in case where 
auditors have neglected their duties and so caused loss to 
the company, the Court will not compel the directors to 
allow the auditors to proceed with their audit. It is 
desirable to incorporate suitable provisions in the Act to 
improve the position in this respect. 

EXTRAORDINARY GENERAL MEETING 

Any meeting other than the statutory and annual 
general meeting is an extraordinary meeting. It becomes 
sometimes necessary to discuss some matters before the 
next annual general meeting, and for this purpose the 
directors may call an extraordinary meeting. The very 
fact that the discussion of the matter cannot be postponed 
till the next annual general meeting, implies that the 
matter is of special importance, and so we can say that, 
generally, business of special nature which is in need of an 
immediate decision, is dealt with in an extraordinary 
meeting. Notwithstanding anything contained in the 
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articles, the holders of not less than one-tenth of the issued 
share capital of the company upon which all calls and 
other sums due have been paid, may at any time compel 
the directors to call such a meeting. 

Shareholders asking the directors to hold such a 
meeting must state the objects of the meeting in the requisi¬ 
tion. It must be signed by them and deposited in the 
company's registered office. If the directors fail to call 
such a meeting within 21 days of the lodgment of requisi¬ 
tion, then according to sec. 78 (3) the requisitionists, or a 
majority of them in value, may call such meeting, but in 
any case it must be held within three months of the date of 
deposit of requisition. As far as possible, the meeting called 
by the requisitionists must be called in the same manner as 
other meetings called by the directors and any reasonable 
expenses incurred by the requisitionists for holding the 
meeting must be repaid to them by the company, and the 
company in its turn shall retain the sums so paid, out of 
the fees or other remuneration due, or to become due by 
the company to such of the directors as are in default in the 
matter of calling the meeting. 

For every meeting the notice convening the meeting 
must be given to every member in the manner provided in 
the articles. The meeting must be called for a day by not 
less than fourteen days notice in writing. The notice must 
specify the place, the day and hour of the meeting, and the 
business to be transacted. If any special business is to be 
transacted the notice must specify the same. Proceedings 
of the general meeting will be invalidated, if the meeting 
is not properly convened by proper authority^ or if the 
notice in the proper manner did not contain clear informa¬ 
tion as to what is proposed to be done at the meeting. The 
secretary of the company must be careful in relation to 
these matters. 

3 In the absence of any specific provision in the articles to that 
effect, two or more members holding not less than one tenth of the 
total share capital paid up or if the company has not a share capital* 
not less than five per cent in number of the members of the 
company, may call a meeting. 

A general meeting may be called either by the directors in 
accordance with the provisions of the articles, or by the share* 
holders on requisition also in accordance with the articles, or by a 
direction of the Court. 

1393_7 
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QUORUM 

Quorum means presence of a certain minimum number 
of members in a meeting to enable it to commence its 
business. Before any meeting may formally begin one 
must see that there are present in the meeting sufi&cient 
number of members to form the quorum. In the absence of 
any specific provision in the articles to this effect, tv/o 
members in the case of a private company and five in the 
case of a public limited company personally present shall 
form the quorum. 

Decisions taken in the meeting are in the form of 
resolutions passed by a majority of votes. Generally, every 
member is entitled to vote, but he may be depriv^ of this 
right of his,by regulations of the articles, (which are quite 
valid,) if he is in arrears for any sum due on call or other 
accounts presently payable by him. Articles may provide 
for different voting rights for different classes of share¬ 
holders. 


POLL 

Under regulation 56 of Table A, which is compulsory 
for every public limited company, at any general meeting, 
a resolution put to the vote of the members, shall be decided 
on a show of hands, in which each member has one vote. 
If a poll is demanded it must be done before the declaration 
of the result by the chairman. A poll must be demanded by at 
least five members present in person, or by proxy, or by the 
chairman of the meeting, or any other member or members 
holding not less than one-tenth of the issued capital 
which carries voting rights ; provided that, in the case of a 
private company, if not more than seven members are 
personally present, one member, and if more than seven 
members are personally present, two members shall be 
entitled to demand a poll. 

In the absence of any specific provision to that effect in 
the articles, the chairman at his discretion, may fix the time 
and place for taking the poll. When a poll is taken, each 
member entitled to vote, marks a voting paper in the 
manner prescribed, signifying his assent or dissent to the 
proposal, and absentee members can exercise their vote by 
proxy, unless disallowed by the articles [sec. 79 (2) (e)]. 
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PROXY 

A proxy is an instrument in writing duly stamped in 
the form given in regulation 67 of Table A by the appointer 
or by his attorney (or under the seal of the company or 
ofl&cer or attorney, in case the appointer is a corporation), 
authorising a member of a company to vote for another 
member (the appointer) at a certain meeting or meetings of 
the company. The instrument appointing a proxy and the 
power of attorney or other authority, if any, under which 
it is signed, or a notarially certified copy of that power or 
authority, shall be deposited at the registered ofl&ce of the 
company not less than 72 hours before the time for holding 
the meeting at which the person named in the instrument 
proposes to vote, in order to make it valid and effective. 

The underlying difference between a poll and voting by 
show of hands is that in the latter case proxies cannot be 
used and in the case of a poll, in addition to the use of a 
proxy being allowed, the number of votes each member is 
allowed to exercise is not limited to one, as in the latter 
case^ but is on the basis of provisions in the articles 
relating to the same ; usually it is on the basis of holdings, 
and thus a shareholder possessing a larger number of shares 
may have more than one vote. 

CASTING VOTE 

When the total number of votes cast is distributed 
equally for and against the resolution, the chairman may 
exercise his casting vote, which he is authorised to exercise 
if the articles so permit, in addition to his vote as a member. 
It should be noted that he has no casting vote under 
common law rights. When articles permit, the casting 
vote is exercised to facilitate coming to a final decision on 
the subject. 

RESOLUTIONS 

Resolutions are of three kinds : 

(a) Ordinary (6) Extraordinary and (c) Special. 
There is another kind, not very common, known as Class 
resolutions. These are resolutions, which, if articles so 
provide, should be passed by a majority of special character, 
such as the whole number of a particular class of issued 
share capital, or of a certain proportion of members. 

4. Specimen of a proxy form is given at the end of the chapter. 
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ORDINARY RESOLUTION 

An Ordinay Resolution is one which is passed by a 
simple majority of members present in a general meeting, 
either personally or by proxy where allowed. 

EXTRAORDINARY RESOLUTION 

According to sec. 81 (1) a resolution shall be an extra¬ 
ordinary resolution when it has been passed by a majority 
of not less than three-fourths of such members entitled to 
vote as are present in person or by proxy (where proxies 
are allowed), at a general meeting, of which notice specify¬ 
ing the intention to propose the resolution as an extra¬ 
ordinary resolution has been duly given. 

SPECIAL RESOLUTION 

According to sec. 81 (2) a resolution shall be a special 
resolution, when it has been passed by such majority as is 
required for the passing of an extraordinary resolution and 
at a general meeting, of which not less than 21 days notice 
specifying the intention to propose the resolution as a 
special resolution has been duly given. However, it is 
competent for all shareholders acting together, to waive the 
formalities required by this section as to notice of intention 
to propose a resolution as an extraordinary resolution. 

A copy of every extraordinary and special resolution 
must be filed with the Registrar for registration within 
fifteen days from the date of passing of such resolution, and 
the copy must be printed or typewritten and duly certified 
under the signature of an officei* of the company. 

WHEN EXTRAORDINARY AND SPECIAL RESOLUTIONS NEED 

BE PASSED 

An extraordinary resolution is necessary for the 
following purposes (a) to remove a director (Sec. 86 G) 

(b) to wind up voluntarily when the company cannot, by 
reason of its liabilities, continue its business [sec. 203 (3)] 

(c) to sanction an arrangement between a company and its 
creditors (sec. 215) and to sanction certain acts done by the 
liquidator in a voluntary winding up (sec. 212). 

A special resolution is necessary for the following 
purposes:— 

(a) To change the name of the company (sec. 11 (4)] 
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(6) To change the place of its registered ofiEice or to alter 
its objects as stated in the memorandum (sec. 12) 

(c) To alter or add to its article (sec. 20) 

(d) To reduce the share capital of the company in any 
way (sec. 55, 66) 

(e) To change the existing liability on shares into a 
reserve liability (sec. 69j) 

(/) To alter the memorandum so as to make the liability 
of directors or of any director unlimited (sec. 71) 

(gf) To appoint inspectors to investigate the affairs of the 
company (sec. 142) 

(h) To initiate on its own account a winding up by the 
Court [sec. 162 (i)] 

(i) To wind up voluntarily [sec. (203) (2)] 

(J) To authorise the liquidator in a voluntary winding up 
to enter into any arrangement with a transferee 
company (sec. 208c) 

(fc) To alter the form of constitution of a company 
registered under Part VIII by substituting a memo¬ 
randum and articles for a deed of settlement (sec. 267) 

THE CHAIRMAN, HIS POWERS AND DUTIES 

Before a meeting can start, it must have a chairman 
who is to conduct the meeting. If there is a permanent 
chairman and vice-chairman, the former will ordinarly 
take the chair and in his absence, the latter. In the absence 
of both, one must look to the provision of the articles 
regarding this ; if the articles are silent on this point, then 
any member elected by the members present at the 
meeting may be chairman thereof. 

It is the duty of the chairman to maintain order, and 
to conduct the proceedings of the meeting strictly in 
accordance with the rules and regulations. He must take 
care to see that the sense of the meeting is ascertained on 
every question. He must act impartially. He should see 
that by his actions or words he does not give any 
opportunity to others to feel that he is either for or against 
a certain motion that is before the house. He should not 
dissolve the meeting prematurely. He cannot bring the 
meeting to a close by vacating the chair. If he does so, the 
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meeting may elect another chairman and proceed with its 
business. Usually, the chairman opens the proceedings of 
the meeting with some introductory remarks in the way of 
explaining the business of the meeting. 

Every member has a right to be heard on resaonable 
terms for a reasonable time in the meeting; and the 
chairman cannot prevent a member from taking part in 
any discussion. As far as possible, he must allow those 
who want to take part in the discussion an opportunity to 
be heard. At the same time, he must use his tact in 
preventing members from taking unreasonable time in 
discussion. Whether the denial of the right to speak to any 
member or members vitiates a resolution, is to be decided 
on the facts and circumstances of the case. 

POINTS OF ORDER 

If any member discusses something irrelevent, or when 
anything is done or proposed to be done which is contrary 
to the general rules regulating the conduct of meetings, 
or the motion is ultra viresy or not seconded, if so required 
by the articles, or there is no quorum, or if improper or 
offensive unparliamentary language is used, a point of order 
can be raised by any member present in the meeting. 
Points of order are to be addressed to the chairman. By 
rising a point of order, the member just draws the 
attention of the chairman on the particular point on which 
the point of c^ler is raised and wants the chairman to give 
his decision on that matter, which decision should be taken 
as final. It rests with the chairman to allow or disallow a 
point of order. 

Resolutions which are to be passed at a meeting are 
usually shown in the agenda which is circulated to the 
members along with the notice convening the meeting. 
Each resolution stands in the name of a particular member 
who will move its acceptance before the house. Before it 
is accepted it cannot strictly be called a resolution. Until 
it is accepted it is only a * motion, ^ and in order that it 
may be discussed in the meeting it should be duly seconded, 
if the articles specifically require this. Once it is allowed 
by the chairman to be in order and taken up for discussion, 
it becomes the property of the house and cannot be with¬ 
drawn without the consent of the meeting. A resolution is 
a motion agreed to or resolved upon at the meeting. 
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AMENDMENTS 

Before the motion is put to vote, any member, with the 
permission of the chairman, may move an amendment to it 
without previous notice, provided the articles do not 
require such notice. If neccessary, the amendments should 
be seconded. An amendment, to be valid, must not be in 
the form of a counter-proposal; it must relate solely to the 
motion which it professes to amend and be incidental to the 
business specified in the notice. Both motion and amend¬ 
ment should be in affirmative form. Both must be brought 
before the house in the manner prescribed by the articles* 

ADJOURNMENT 

Adjournment means putting off the meeting. When 
the business of the meeting is not finished within the time 
at the disposal of the meeting it may be adjourned by the 
chairman who (usually in consulation with the secretary) 
fixes the time and date of the adjourned meeting. Where 
the articles so provide, the chairman, with the consent of 
the meeting, may adjourn it. He has the power to adjourn 
the meeting on proper grounds but otherwise he is not 
to do so, even if the majority so desires. 

CLOSURE 

If a motion has already been discusssed thoroughly so 
that any further discussion wiJl mean waste of time, being 
mere repetition of points and arguments already put for¬ 
ward, it is competent for the meeting to apply the closure 
t. e,y to declare the discussions closed and put the motion 
to vote. The member proposing the closure will stand 
and request the chairman that ‘‘ the question be now put 
If this is seconded, the chairman should put it to vote and if 
carried, must put an end to the discussion by putting the 
motion to vote, and getting the decision of the house on the 
matter. 

Discussion on a motion may be interrupted by any one 
or all of the following further motions :— 

To (a) amend the motion, (b) move the previous ques¬ 
tion (c) proceed to the next business (d) move the closure, 
(e) postpone consideration and (/) adjourn the meeting. 

MINUTES 

It is always desirable to keep a record of all that has 
been discussed and resolved in the meeting. Of course, it 
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is not a practicable proposition to note in detail all that has 
been discussed. It is enough if an abstract be taken^ but in 
noting resolutions, it should be seen that they are noted 
exactly in the same manner and form in which they were 
passed. One should not change even a word of the 
resolution. 

A record of all that has been discussed and resolved in 
a meeting is known as the minutes of that meeting. 
Minutes of every meeting must be properly recorded in the 
books kept for the purpose. Entry in the minute-books of 
the minute of proceedings of general meetings and the 
meetings of directors is obligatory on the part of every 
company under sec. [83 (1)]. They form along with others;® 
the statutory books of the company. 

It is the secretary of the company who is to take down 
the minutes at the time of the meeting, or if no minutes 
are taken then, notes should be taken and perferably, imme¬ 
diately after the meeting is over, he should write down the 
minutes. It is always advisable to take down the resolution 
as soon as it is passed or request the mover to hand over a 
copy of the resolution so that it may be accurately entered 
in the book. When minutes are transcribed from the rough 
notes taken at the meeting, it is better for the secretary to 
compare his memorandum with that of the chairman who 
generally makes one. In any case, minutes should be drawn 
up within a reasonable time, if no time limit is fixed by the 
articles. They must be so drawn as to give a clear and 
full account of what transpired in the meeting. 

CONFIRMATION OF THE MINUTES 

Generally the minutes of a meeting are confirmed at 
the subsequent meeting by the chairman of that meeting, 
when the minutes are read out (this being the first business 
transacted at any meeting) ; he then puts his signature to 
the same. This confirmation only means that the minutes 
read out, and accepted as such without any dissent, are 
accurate. Only those present in the meeting, the minutes 
of which are read out, can question the accuracy of the 

® Other statutory books are the Register of members (with a 
proper index either as a part of the register or a separate index)» 
directors, managers, managing agents, mortgages and charges and 
Annual summary of capital book. 
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minutes in the subsequent meeting before they are 
confirmed. After the chairman has signed, they cannot be 
altered or corrected. If all the members feel that there is a 
mistake to be rectified, the best course seems to be to pass 
another resolution which will have the effect of rectifying 
the mistake. Minutes are prima facie evidence of what 
happened at the meeting to which they relate. But they 
are neither the exclusive nor conclusive evidence of actual 
proceedings ; an unrecorded resolution may be proved 
‘ aliundi ^ (i.e. from another source or person). Courts 
will incline more in favour of the validity of the proceed¬ 
ings if facts invalidating the same are not established 
beyond doubt. 

Resolutions may be invalidated for all or any one of the 
following reasons :— 

(а) If the meeting has not been properly convened, cons¬ 
tituted and conducted. But the presence of all members 
at a meeting is sufficient to regularise any resolution 
passed, even if sufficient notice had not been given. 

(б) Failure to 'specify the nature of the business to be 
transacted in a notice, if special business is to be trans¬ 
acted at the meeting. 

(c) In case the resolution is not a bona fide one. 

(d) In case the resolution is ultra vires of the company. 

DUTIES AND RESPONSIBILITIES OF THE SECRETARY 

It is worth while to know some of the duties and res¬ 
ponsibilities of the secretary. First of all, let us consider 
his position among the administrative staff of the company. 

The secretary is a servant of the company. For his 
appointment he must look to the resolution of the board 
appointing him as such, and his position is largely based on 
the contract between him and the company. A mere state¬ 
ment in the articles that a particular individual is the 
secretary of the company does not give the individual 
concerned the status or confer on him the powers of the 
secretary. Though technically the secretary of the company 
is its servant, yet a good secretary is considered to be a 
friend, philosopher and guide of the company as also of the 
board. If the secretary is efficient and knows his work well, 
he is of great help to the board in performing most of its 
duties, default in some of which entails the members of the 
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board in civil and criminal liabilities. Default in certain 
duties makes the secretary also liable. 

As a servant he is expected to obey the orders of the 
board and give effect to its resolutions by issuing notices, 
sending circulars, writing letters, etc. He is an important 
person in the administrative machinery of the company 
through whom the clerical work of the company is done. 

Among other things, the following are some of his 
important duties :—Certification of transfers, receiving and 
registering notices on.behalf of the company, submission 
of annual returns, maintenance of statutory books, making 
arrangements for holding of meetings of the board of 
directors and shareholders, making arrangements for 
payment of dividends, interest on debentures. He is to 
maintain the office records, attend to correspondence, and 
maintain the efficiency of the office as a whole. His work is 
of legal-cum-administrative character. Being a servant, the 
secretary has no authority to bind the company in any 
contract. He .is to act in the way in which he is asked by 
the board to act. In fact, every letter issued by him is 
issued by the order of the board, or on behalf of the board, 
if he has authority to act in its behalf. 

A secretary is an officer of the company within the 
meaning of the section 235, and as such he is liable for 
breach of trust or other misconduct or misfeasance. But, 
to bring a case within the purview of this section, it is 
essential to show that the breach of trust has resulted in 
pecuniary loss to the company and the person complaining 
about misfeasance has an interest in the result of the 
application. 

It has been pointed out that the contract between the 
secretary and the company determines the condition of his 
service. Any wrongful dismissal by the company of 
the secretary will entail the payment of damages to 
the secretary by the company. Even the termination of 
his service without reasonable notice will make the 
company liable for damages. Compulsory winding up 
terminates without notice the secretary’s contract of 
service, except where such winding up is for reconstruction 
which implies re-employment of former servants. Appoint¬ 
ment of a receiver for debenture holders who is to be the 
debenture holders’ agent, terminates the secretary’s 
appointment, except where the receiver is an agent of the 
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company. All these mean wrongful dismissal, for which 
the secretary can bring action. Under Sec. 171, the 
sanction of the Court is necessary before a secretary can 
file a suit for wrongful dismissal owing to compulsory 
liquidation. 

APPENDIX TO CHAPTER VI 
Specimen of a Statutory Report 

COLLECTIVE FARMS LTD. 

STATUTORY REPORT 

Statutory Report of the COLLECTIVE FARMS, LTD., 
certified and filed pursuant to Section 77 (5) of the 
Indian Companies Act. 

Date and place of the Statutory Meeting : 

Tuesday, the...April...at 10-30 a. m. at 1115, Clive 
street, Calcutta. 

Presented for filing by G. Roy, Esq., Managing Director. 
The Directors report to the members as follows :— 

1. Shares alloted up to the...th day of.(i. e., a date 

within 7 days of the report) and cash received up to the 
aforesaid date were :— 

Nominal 

No. of Value Cash 

Shares, of each Received, 
share. 

Rs. Rs. 

(а) Allotted subject to pay- j Preference 6,525 100 6,48,500 

ment therefor in cash... | Ordinary 25,380 10 2,44,300 

(б) Allotted as fully paid up j Preference 3,475 100 Nil 

oti erwise than in cash. 1 Ordinary 84,620 10 Nil 

(c) No share was issued as partly paid up 
for consideration other than cash 
nor was any share issued at a dis¬ 
count. 


Total ... 1,20,000 


8,92,800 



The Receipts and Payments of the Company up tothe aforesaid date are as follow: 

RECEIPTS PAYMENTS 
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3. Priliminery Expenses as estimated in the Prospec¬ 
tus : Rs. 30,000. 

Preliminary Expenses incurred upto the aforesaid date:- 



Rs. 

A. 

P. 

Law Charges 

250 

0 

0 

Printing 

675 

0 

0 

Registration 

870 

0 

0 

Advertisement 

12,000 

0 

0 

Commission on shares 

5,858 

12 

0 

Discount on shares 

Nil 


Other Intial Expenses 

204 

15 

6 

Total 

19^58 

11 

6 


4. Names, addresses and descriptions of the Directors, 
Auditors, Managing Agents and Managers and Secretary of 
the Company and the changes, if any, since the date of in¬ 
corporation. 


DIRECTORS 

The Hon’ble R. SINGHA ROY, Lansdowne Road, 
Calcutta, Merchant. Elected on... 

Nawab HYAT KHAN, Bhopal Merchant. Elected on... 

designation and address 

A. B. Sen 

B. C. Chari 

C. K. Mitra 

D. S. Ayer 

E. Venkayya 

F. Fernandis 

G. Roy 

AUDITORS 

Messrs. D & CO., 

Hastings Street, Calcutta 
MANAGING DIRECTOR 
G. Roy Esq., 

1115, Street, Calcutta. 

5. Particulars of any contract the modification of which 
is to be submitted to the meeting for its approval together 
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with the particulars of the modification or proposed modifi¬ 
cation. 

Draft agreement with Vendor provided for satisfaction 
of consideration for purchase of land by the issue of 
50,000 Ordinary Shares and Cash Rs. 10 lakhs. This was 
varied by agreeing to issue 84,620 Ordinary Shares and 
3,475 Preference Shares and paying cash Rs. 3 lakhs. 

6. The extent to which under-writing contracts, if 
any, have been carried out: Underwriting arrangements 
made subsequent to the issue of the Prospectus has been 
carried out. 

7. The arrears, if any, due on calls from directors, 
managing agents and managers : Nil. 

8. The particulars of any commission or brokerage 
paid or to be paid in connection with the issue or sale of 
shares to any director, managing agent or, manager or if 
the managing agent is a firm, to any partner thereof, or, if 
the managing agent is a private company, to any director 
thereof: Nil. 


We hereby certify this report. 
Dated this... January, 19... Sd. G. Roy 

Sd. C. K. Mitra 

Directors. 

We hereby certify that so much of the report as relates 
to the shares allotted by the Company and to the cash 
received in respect of such shares and to the receipts and 
payments of the Company is correct. 


Dated this...day of. 


Sd. D&CO., 

Auditors. 
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Specimen of Notice calling the Annual general Meeting 
of a limited company. 

OIL REFINERY LIMITED 

NOTICE 

The Thirty-Second Annual General Meeting of the 
Shareholders will be held at the Registered office of the 
Company No. 115, Clive street, Calcutta, on the 5th April 
1949 at 11 A. M. 

(1) To receive the report of the Directors and the 
audited accounts for the year ended 31st December, 
1948. 

(2) To sanction the declaration of Dividend. 

(3) To elect Directors in place of those who would 
retire. 

(4) To appoint Auditors for the ensuing year and to 
fix their remuneration. 

(5) To transact such other matter as may be lawfully 
brought before the meeting. 

The Transfer Register will be closed from 26th March 
to jlth April 1949, both days inclusive. 

By order of the Board 

Calcutta. . 

1st March, 1949 Managing Agents. 

Enclosure:—Report of the Directors^ Trading and 
Profiit 8: Loss AjC and the Balance Sheet as at 31st Dec. 1948 
with auditors^ report appended thereto. 


Proxy Form 


" ^IL REFINERY LIMITED 

. fi .. .^.4 . 


being a sJutreholde^r oL Oil Refinery Limited hereby 
appoint ..^. 

. f: . 

to vote for and on my behalf at the Annual General Meeting 
of the above Company for to be held on the 

and at any adjournment thereof. 

Dated .. day of.. ,..^.1957. 

Signature . 

Affix 

two-annas 

Revenue ^CtCtress. 

Stamp. 


Witness — 


Address — 













CHAPTER VII 
MANAGING AGENCY 

The managing agency institution is something peculiar 
to India’s industrial system. Nowhere in the world is such 
a system to be found^ and this fact naturally makes us 
enquire why this is so. This can be better explained and 
understood by an enquiry into the origin and growth of^ 
this system. 

BRITISH MANAGING AGENCY FIRM 

In the first place, one must make a distinction between 
British and Indian managing agency firms. The former was 
first in the field and its origin dates back to the days of 
the East India Company. According to Mr. Srinivasachari, 
the Parrys and Binnys of Madras can be traced back to the 
eighteenth century^. The termination of the monopoly of 
the East India Company’s India trade by the Charter Act of 
1813, and the accrual of the rights of natural born subjects 
of His Majesty to trade and hold land ih li^dia without 
licence under the Charter Act of 1833, made it possible for 
the British Capital and intelligence to flow in bulk towards 
the East thi’ough the Agency Houses which were then 
established. Agency Houses of those days are considered by 
many to be the fore-runners of tlie British managing agency 
firms. In fact, Agency Houses which were firmly 
established during the middle of the 19th century, after 
the failure of the agency houses of the earlier period, 
blossomed later as British managing agency firms^. During 
those days, very few Englishmen were willing to come 
over to India, for various reasons, of which the two most 
important were difl&culties of communications and climatic 
conditions. The few, who were in India, most of them 
retired servants of the East India Company, were able to 
accumulate fortunes, found profitable channels of 
investment, not only for their own funds but also for that 
of their countrymen residing in India, serving under the 

1. It is said that the group system of administration in the 
gold-mining industry of Witwatersrand in South Africa bears some 
striking resemblances to the managing agency system. 

2. History of the city of Madras by Srinivasachari. 

3. Fasu S. K.—<< House of Palmer & Co.,** Indian Journal of 
Economics. Vol. XV. 

1393—8 
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East India Company, in trade, manufacture and the plan¬ 
tation industry. In the absence of well-developed banking 
institutions, the latter class of people thought it wise to 
keep their surplus money with the former, in whom they 
had confidence and for this they used to get some interest. 
This interested other British companies working in 
England and they were willing to participate in the 
attractive returns to be gained from investment in India. 

But unwillingness on the part of the right type of 
businessmen of British origin to come over to India at that 
time, compelled the head office in England to ask for the 
assistance of those Britishers who had already established 
business connections in the East and shown themselves to 
be possessed of business acumen and judgment and worthy 
of confidence. Thus, the Agency Houses worked as 
representatives of those institutions for their activities in 
India, and with the passage of lime, these agency houses 
gained such strength that even when transport and 
communications became easier and climatic conditions 
were not considered a factor to prevent Britishers from 
coming over to India, the head office could not think of 
doing business without the help of these Agency Houses. 
These Agency Houses were technically independent of their 
office established in England, but in fact a British managing 
agency firm and its correspondent in England are one and 
the same, as members of the managing agency firms are 
also the members of the latter. Thus, as pointed out by 
Dr. Lokanathan, the managing agents of the Bengal Paper 
Mill & Co., Ltd., are Balmar Lawrie & Co. Their London 
correspondents are Alexander Lawrie Sc Co., Ltd. The 
partners of the latter firm are partners of the Calcutta firm 
and thus control the Bengal Paper Mill & Co., Ltd. 

During the early days, British managing agency firms 
continued their activities mostly in Bengal, Bihar and 
Assam, developing one industry after another. In the 
south, too, they developel the plantation industry. They 
never engaged in the cotton mill industry ; quite likely, 
they felt it would mean competition with their own home 
industry (cotton mills) of Lancashire. We note that the 
British managing agency firms, unlike the Indian managing 
agency firms, developed various industries, whereas the 
latter, wi^h the exception of a few such as the Tatas, 
confined their activities to developing the cotton mill 
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industry alone for a long time. Most of the British 
managing agency firms are partnership concerns and a few, 
private limited companies. A combination of the hereditary 
and selective principles was followed by them in the 
management of their firms, which assured continuity 
with efficiency. In this respect they differed from most of 
the Indian firms, in as much as the latter were mostly 
hereditary in character. The system gave continuity but 
efficiency was not assured. In some cases, they also lacked 
continuity as they used to assign their office without any 
reference to the desire or feeling of the shareholders. 
However, under the Indian Companies Act, a managing 
agency cannot transfer its office unless approved by the 
company in a general meeting [Sec. 87 B (c)]. Recently 
many British managing agency firms converted themselves 
into Indian jointstock companies. This was done largely to 
conform with the pattern which, it was understood, was 
desired by the Government of the new independent India^®. 

Through the British managing agents, British capital 
flowed out to India, and this helped the growth and develop¬ 
ment of Indian industries at a time when Indian capital 
was shy. Along with British capital came also technical 
knowledge in which India was also lacking. This leads us 
to conclude that British managing agency firms were 
pioneers in the field of industrial develoment of India. They 
may be considered to have played the part of promoters 
as v^^-ell as financiers. The British managing agency system 
gave opportunities to the British industrialists to gain 
control over various industries in India, to the advantage of 
themselves as well as of India. 

Almost in every case, these managing agents had to 
provide capital for the industries and in many cases they 
had to participate in the subscription of the share capital 
of the company in its intial stage due, partly, to the 
apathy of the public towards investment in industries. But 
when the industrial concerns reached a stage of develop¬ 
ment which gave confidence to the public in the matter of 
an assured return for their investment in industrial 
securities, people became very eager to buy these shares, 
giving the managing agents oppportunities to unload their 
shares. With the capital thus released they were able to 

3a. Presidential address of Mr. A. J. Elkins to the Annual 
Meeting of the Associated Chambers of Commerce 1949. 



116 FUNDAMENTALS OF BUSINESS ORGANISATION 


take up the task of promoting other industrial concerns. 
In this way they started one industry after another. In 
unloading their shares on the public, British managing 
agency firms took up an attitude which is quite different 
from that taken up by the Indian firms. The latter were al¬ 
ways careful to see that they held, along with their friends 
and relatives, whose support they could always count upon, 
so much of the shares as will always allow them to retain 
their power and control in the management of the indus¬ 
trial units started by them. The British managing agency 
firms, on the other hand, used to consider the disposal of 
all the securities to the public as a matter of pride. In this 
connection it is worth while to quote Dr. Basu, who says 
**any suggestion that they are singly the most important or 
the largest shareholders will be, with a few exceptions, 
incorrect and misleading at the present times^. This 
difference in attitude between the two, is due to the desire 
on the part of the British managing agency firms to get 
their money released as soon as possible, so that they may 
start one unit after another, thus acting like the promoters 
of the more industrially advanced countries. As regards 
their position as managing agents, they make it secure by 
incorporating clauses in the managing agency agreement. 
Indian firms also make their position secure in the same 
way, in addition to the one just mentioned above. But, as 
the Indian managing agency firms had not by that time, 
established their reputation as industrialists and good 
business managers, the investing public, before they invest 
their own money, expect the mananging agents to invest a 
large sum in the business which they have floated. A large 
stake of the managing agents in the business unit will 
compel them to take great care in its proper administration. 

INDIAN MANAGING AGENCY FIRM 

Coming to the Indian managing agency firms, we find 
that in early days they were functioning mostly in Bombay 
and Ahmedabad, developing the cotton mill industry. No 
doubt at present, new agency houses are coming up 
extending their activities in various other industries. 

In constituting the managing agency firms in these 
two places, different techniques were followed. In Bombay, 
family and partnership concerns were generally the rule. 

4. Industrial Finance in India, by S. K. Basu. 
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There, the members of the managing agency firm used to 
take about 25% of the cotton mill shares. In Ahmedabad, 
the private limited company was generally the rule. 
There, private limited companies used to be started with 
a very small capital, having shares of the face value of 
rupee one each. But, any one willing to join that concern 
which used to be the managing agent of the cotton mill to 
be promoted, had to bring in not only his share of the share 
capital money but also five to seven thousand rupees in 
cash, part of which was kept as a fixed deposit for a long 
period (about seven years), to serve the purpose of working 
capital of the mill company, and the rest invested in its 
share capital. This ensured both fixed and working capital 
for the industrial unit, at a time when capital was very 
owing to unwillingness on the part of the public to 
take any risk. 

^ Where the managing agency firm is started as a public 
limited company, the original members subscribe the share 
capital of the mill company in some agreed proportion, 
shares in such a mill company being nominally open to the 
public. Original members were at liberty to unload the 
shares of the mill company on the public, whenever there 
was an opportunity for them to do so. But their share 
of the managing agency commission was always based on 
their original holding. 

MANAGING AGENTS AS PROMOTERS^-a 

All such tasks fell into the hands of a few individuals, 
mostly Bhatias and Par sis who amassed huge fortunes in 
cotton speculation during the American civil war. Being 
provided with sufficient capital, and having at the same 
time initiative, courage and foresight, these merchant 
princes started cotton mills. During the early days, they 
had to supply the whole of the capital—both fixed and 
"forking—and also provide both managerial and technical 
ability, as India was lacking then in both these respects. 
Moreover, the public came forward to buy industrial 
securities, only when they were fully convinced of their 
returns. Thus, the managing agents not only had to 
discover the proposition, then assemble it, and later 
present it to the public, but before it could receive public 

4-a. See also the section ‘promoters in India and other countries* 
in chapter III. 
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support, they had to nurse many young and immature 
enterprises for a considerable time. In doing this, they 
not only acted as promoters but also maintained connexion 
with the industrial unit promoted by them during their 
tenure of office as managing agents. It is thus rightly 
stated by Dr. Basu, “ that the managing agents combine 
in themselves the functions at once of the entrepreneur, 
the capitalist and business manager 

MANAGING AGENTS AS FINANCIERS 

When we consider the part played by the managing 
agents in financing industries, we see that this work of 
theirs can be broadly divided into two categories : Direct 
finance and Indirect finance. t . ^ 

The first implies the assistance given by the managing 
agents such as subscribing to the shares and debentures of 
the industrial units floated by them, private deposits and 
advances given to the concerns. There are also instances 
where members of the managing agency firms are known 
to have advanced funds from their private property and also 
to have sold the jewellery of their women to help the 
needy concern. This shows how they consider the failure 
of their concern to be a permanent blot on the name of 
their firm, and so they do all they can to prevent any crisis. 
Such an attitude on their part is no doubt admirable and 
very helpful in the development of industries, especially 
during initial stages. In some cases, managing agents are 
known not to have approached any bank for financial 
assistance, as they considered this act to affect prejudicially 
their status. However, this should not make us averse to 
the idea of having some sort of financial institutions of 
permanent type to render help to industries. On the other 
hand, such institutions are long overdue. There are also 
instances where managing agents are known to have 
converted their advances or private deposits into debentures 
whenever they found that the position of the business unit 
was going from bad to worse. Such an act on their part is 
positively unfair, in as much as it means that they are 
taking undue advantage of their position as business 
managers in making their position better than that of the 
ordinary creditors, in the event of the company going into 
liquidation. Their advance knowledge was also misused in 

5. S. K. Basu : Industrial Finance in India. 
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unloading their holdings of the shares of the company on 
the public. However, under Sec. 87 G of the 1. C. Act the 
power of issuing debenture is vested in the board of 
directors, and even delegation of such power by the board 
is void. This section has also given the managing agents 
power to invest funds, dependent upon the authority of the 
directors, and that too within the limits fixed by them. 

Indirect finance implies the assistance in the matter of 
finance which the company obtains from parties other than 
the" managing agents because of the presence of the latter. 
In discussing the source of working capital of an industrial 
concern, we have already pointed out the importance of 
public deposits. This formed a great percentage of the 
working capital of the cotton mills of Bombay and 
Ahmedabad. And it is well known that the amount of 
public deposit depends upon the good name of the managing 
agents ; the higher the reputation of the managing agents 
the higher the amount of public deposits. Subscription by 
the public to the shares and debentures of the company is 
also dependent upon the good name of the managing agents 
who act as promoters, and that the reputation of the 
promoters encourages the public to invest is a well-known 
fact. ^4anaging agents also assist the company in getting 
loans from the hanks by subscribing as a second signatory 
to the promissory note, technically known as the two- 
named paper. 

The importance of managing agents in the matter of 
industrial finance can never be over-emphasised. In the 
absence of any other specialised type of financial institutions 
such as industrial banks, or indirect agencies like invest¬ 
ment trusts, or fixed trusts, in good number, the help given 
by the managing agents is always welcome and has also 
become indispensable even though it manifests some bad 
features. " V 

The managing agency system of industrial finance 
affects the all-round development of industries OTejudically, 
in as much as industry is too much dominiteciDy financial 
and too little by industrial considerations. This is also 
against the morden attempts to relieve managerial efficiency 
from financiers^ control. No system of industrial finance 
independent of managing agents has been developed, and 
for this both the managing agents and the banks are partly 
responsible. Creditworthiness of the industrial unit is 
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hardly taken into account by the banks in advancing money, 
as they look more closely to the financial condition of the 
managing agents who are invariably second signatories to 
the promissory note. Thus, a premium is placed on the 
credit-worthiness of the man behind, rather than on the 
company itself. In some cases, managing agents do not look 
more closely to their own finances before shouldering the 
burden and responsibility. They forget that there is a limit 
to the number of units which each can manage efficiently. 
In some cases, they transfer the surplus funds of the 
stronger units for financing the weaker ones, both being 
under their own management. This may on the face of it 
seem to be very satisfactory but it has the danger of bringing 
ruin to the stronger in case the weaker fails. However, the 
Indian companies Act in Sec. 87 E prohibits a company 
which is managed by a managing agent from advancing any 
loan, or guaranteeing any loan, given by a third party to 
any other company managed by the same managing agent. 

MANAGING AGENTS AS BUSINESS MANAGERS 

When we come to discuss the role of managing agents 
as business managers, we note that this system of industrial 
management has developed some unique features. In every 
case, managing agents enter into a contract with the 
company under which they are given the power of manage¬ 
ment of the concern for some consideration. Generally, 
they are appointed as soon as the company is incorporated, 
and their terms of appointment are invariably settled by 
the promoters, and the shareholders as such have hardly 
any voice in the matter. Previous to the passing of the 
present Companies Act, most of such contracts were between 
the managing agents themselves in their dual capacities. 
This is due to the fact that it is the managing agents who 
played the part of promoters and also used to pack the 
board of directors with their own nominees. And it is 
these nominees who acted on behalf of the company also. 
This had the efiect of drafting the agreement in a way 
which used to be always favourable to the managing 
agents. In many cases such contracts provided a long fixed 
tenure of office, and in some, clauses permitted them to 
continue to be in office as long as they desired. In other 
cases, conditions preceding their removal were such as 
would make it very difficult, if not impossible, for the 
shareholders to send them out, e. gf., passing of an extra- 
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ordinary resolution of which long notice had to be given 
and in which a fixed percentage of the total shareholders 
were to be present. All this had the eflFect of allowing 
them to continue in perpetuity, except ijnder special 
circumstances. Under the present Act (Section 87 I) the 
number of directors appointed by the managing agents 
shall not exceed one-third of total number of directors. 

Under Sec. 87-B (a) the share holders are given the 
right (in addition to their ordinary common law rights) to 
dismiss a managing agent, in spite of any conditions to the 
contrary in the articles of association or the agreement on 
his conviction for any non-bailable offence under the Indian 
Penal Code in relation to the affairs of the company ; this is 
done by a resolution passed at a general meeting. Managing 
agents are also to vacate office if they become insolvent 
[Sec. 87 B (6)]. Under Sec. 87 B (c), transfer of office by 
managing agents without the concurrence of the share¬ 
holders is restricted, but where the managing agency is a 
firm, so long as one of the original partners continue, it 
will not mean a transfer of office. Assignment of the 
remuneration of the managing agent is declared void as 
against the company [Sec.87 B (d)]. Sec. 87 B (e) lays 
down that winding up of the company by the Court or 
voluntarily will mean automatic termination of the manag¬ 
ing agency agreement, without prejudice, however, to the 
right of the managing agents to recover moneys recover¬ 
able by the managing agents from the company for 
premature termination of the contract of management, 
except when it is found that the winding up has been 
brought about by the negligence or default of the managing 
agents. Government of Indians Commerce Ministry's memo¬ 
randum on the amendments of the Indian Companies 
Act rightly suggests that if the termination of office of the 
managing agents is effected because of mismanagement, or 
by vote of holders of shares which are either held or 
controlled by managing agents, no compensation shall be 
payable to the managing agents on such termination. 

Under Sec. 87 (A) (1), no new managing agent shall be 
appointed to hold office for a term of more than 20 years 
at a time, and under Sec. 87 A (2), an existing managing 
agent (existing before the Act came into force) cannot 
continue for more than 20 years after the commencement 
of the Act unless by way of reappointment. But it is very 
much to be doubted whether the sub-section 2 of ^ec. 87 
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will have any real effect, owing to the inclusion of Sec. 87 
A (4) which says that the termination of the office of a 
managing agent by virtue of the provisions of sub¬ 
section (2) shall not take effect until all moneys 
payable to the managing agent for loans made to or 
remuneration due up to the date of such termination 
from the company are paid. And if an existing managing 
agent wants to continue for more than 20 years at a 
time, it may not be difficult so to manipulate as to keep the 
company always in debts to the managing agent. Moreover, 
is not the incapacity of a company to pay its dues traceable, 
at least partly, to the inefficiency of the managing agents 
themselves ? So this will mean the perpetuation of 
inefficient managing agents rather than their being weeded 
out. Is it not better, then, so to amend the Act that 
immediately a managing agency is terminated under 
Sec. 87 A (2) his claims are at once evaluated and he is put 
in the category of ordinary creditors without any special 
rights ? Sec. 87 A (3) provides that in case a managing 
agent is not re-appointed after the termination of his service 
by virtue of Sec. 87 A (2) he shall have a statutory charge 
upon the assets of the company, by way of indemnity for 
all liabilities and obligations properly incurred by him on 
behalf of the company, subject to existing charges and 
encumbrances. 

It has been suggested in the commerce Ministry's 
memorandum that the re-appointment of managing agents 
either on or before the expiry of the original period should 
be permissible only by special resolution of the principal 
company. Provided that the first term for managing 
agents shall be for ten years only and subsequent terms for 
periods of five years only. Provided also that if the 
managing agents have been able to declare an average 
dividend of a prescribed percentage for each year of the 
term just completed, their term will be extended by an 
ordinary resolution for five years and so on for every term. 
This will hold good for the next twenty years. This 
provision is cumbersome and also seems to be unwarranted. 
Such a short tenure of office as has been contemplated will 
discourage managing agents in establishing new industries 
or invest funds in the development of such industries 
which pays but slowly. 

The word managing agent has been defined for the 
first time in the Act in Sec. 2 (9A). A perusal of that 
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section clearly shows that a managing agent may be an 
individual or a firm or a company ** entitled to the 
management of the whole affairs of a company by virtue of 
an agreement with the company and under the control and 
direction of the directors, except to the extent if any, 
otherwise provided for in the agreement 

SPECIAL FEATURES OF MANAGING AGENCY 
ADMINISTRATION 

When we examine the part played by the managing 
agents in the adminstration of business units, we find that 
this has led to the integration of industries in their 
administrative aspect. This has achieved economies in 
various spheres, particularly for the smaller units. As 
there are a number of companies in charge of a single 
managing agency firm, there is economy in the employ¬ 
ment of the supervisory and adminstrative staff. Even the 
smaller units get the benefit of the best adminstrative as 
well as technical talent which the smaller units by them¬ 
selves can not think of empJoying. In the words of 
Mr. A. J. Elkins the whole virtue of the system lies in 
the ability of the managing agent to distribute amongst a 
large group of individually smaiJ units—tea gardens for 
instance—the highest possible measure of technical and 
administrative skill, which can only be forthcoming if all 
these small units contribute their individual quotas to the 
total cost of the men who are to guide their destinies 
There is again a centralised administration both in the 
matter of buying and selling. While making purchases 
either of raw ma terials or machinery for a large number 
of concerns, the managing agents can secure the advantages 
of bulk buying. However, in this connexion, it may be 
noted that not aJl the managing agents acted always in 
good faith while entering into contracts with the com- 
pany, and in order to prevent abuses of managing agent’s 
power in this direction. Sec. 87 D (5) restricts managing 
agents from entering into contracts with the company 
for the sale, purchase or supply of goods or materials to 
the company, unless such contract is consented to by at 
least three-fourths of the directors present and entitled to 
vote on the resolution at the meeting where the contract is 

6. Presidential address to the Associated Chambers of 
Commerce, Annual Meeting 1949. 
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being dealt with by the directors. The consent of three- 
fourths of the directors in place of a bare majority will to 
some extent ensure an unbiased decision on the matter. 

This system of administration has achieved some sort 
of combination among various units under the same 
managing agency firm without any formal combination. 
Co-ordinated manangement and administration has avoided 
all sorts of wasteful competition. Where managing agents 
manage a number of complementary companies some sort 
of selfsuflGlciency has been achieved ; e.g. We may think of 
a managing agent managing a coal mine, a jute mill which 
may use the coal for generating power, an inland navigation 
company which will help the jute mill in the carriage of 
raw jute from inland centres and also for carriage of coal 
to the mill for the latter^s consumption. We may thus 
say that the managing agency system of administration 
represented a form of rationalisation, long before 
rationalisation came to be recognised as a technique of 
industrial organisation. 

The divorce between ownership and control, the 
difficulty of pursuing a definite policy without being 
hampered by excessive interference, and the unity of 
management, are the three drawbacks of the jointstock 
company organisation. But the managing agency system 
of jointstock company management has been able to get 
over these defects. This is what led Dr. Lokanathan to 
remark that “ the managing agency system tended to 
combine the virtues of the unity of management of a 
proprietory or partnership concern with the ampler 
resources of a jointstock company.The fact that a 
managing agent may continue to be in office for a 
period of at least 20 years, and the fact that the board of 
directors cannot interfere with the managing agents* 
activities, and the fact that the shareholders also cannot 
interfere with the managing agents* activities in the way 
in which they can interfere in the activities of the board of 
directors (when the latter alone manage the company), give 
the managing agents a free hand in pursuing the policy 
which they think best for the company. This ensures 
efficiency. 

We have seen what a considerable part has been played 
by the managing agents in the industrial development of the 

7. Dr. P. S, Lokanathan : Industrial Organisation in India. 
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country. But the working of the managing agents showed 
also that some of them abused their powers, and in the 
absence of any statutory enactments dealing with them, 
they exercised unfettered privileges which cannot be consi¬ 
dered to be always in the best interests of the company. It 
is this which evoked strong criticism against the managing 
agents when the subject was discussed in the legislature, 
when the present Companies Act was passed. One section 
of the public was against the continuance of the managing 
agency system. They said that managing agents had 
outlived their purpose. They wanted statutory measures 
to put an end to this system of industrial management. 

But on a consideration of the part played by the 
managing agents one cannot fully support this view. An 
institution which has rendered and is still rendering 
invaluable services to the cause of the developmeht of 
industries should not be scrapped simply because of the fact 
that some of the managements made improper use of their 
power and position. The Indian Companies (Amendment) 
Act of 1936 introduced some new measures (some of which 
have already been discussed) which allowed the system to 
continue with reasonable safeguards. 

Matters dealing with the managing agents are all 
incorporated in section 87 A to 87 I and Sec. 2 (9) (A). We 
shall now discuss these sections (excepting those already 
discussed) and see how far they are satisfactory. 

MANAGING AGENTS' REMUNERATION 

Previous to the passing of the present Companies Act, 
managing agents' remuneration was settled by the terms of 
the managing agency agreement, and each managing agent 
used to remunerate himself in very many ways, all of 
which cannot be considered to be quite satisfactory from 
the companies^ point of view. 

Payment to the managing agents of a remuneration 
based on a fixed percentage of the net annual profits of the 
company, with provision for a minimum payment in case of 
absence or inadequacy of profits, together with an office 
allowance, is a quite satisfactory procedure. This has been 
provided for in Sec. 87 C (1) for managing agents who are 
appointed after the commencement of the present Act, but 
it will not effect the position of the managing agents 
appointed before the Act came into force. 
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Sec. 87 C (3) has laid down how the net profit for the 
purpose of calculation of managing agents^ remuneration is 
to be arrived at. This was necessary, because previously 
many of the expenses that ought to have been debited to the 
profit and loss account before arriving at the net profit were 
excluded to inflate the managing agents^ share. 

It was not unusual for the managing agents to have 
their remuneration on a commission basis, the commission 
being based upon (a) production or (6) sales, in addition to 
or as an alternative to the one based upon profit, net or 
gross. The first is an uneconomical method. It may 
sacrifice quality for quantity. It will also remove the 
incentive on the part of the managing agents for efficient 
management as well as marketing. At times the real interest 
of the unit may be sacrificed, inasmuch as during the period 
of over-production the company's interest to restrict output 
will go against the interest of the managing agents. It will 
mean managing agents earning profit on unprofitable 
business. 

When the remuneration is based on sale it is likely to 
give scope to unscrupulous managing agents to increase their 
earnings by increasing sales of an improfitable and question¬ 
able character. This, too, will mean the managing agents 
getting remuneration for unremunerative business done by 
them. Thus, neither of these two systems can be considered 
satisfactory ; and in making the provision that managing 
agents^ remuneration is to be based on a fixed precentage 
of net profit, the legislature has done a very wise thing. 
But when we go to the next subsection [87 C (2)], which 
provides that a managing agent^s remuneration may take 
any other form, either additional or alternative to the one 
specified in the previous subsection [87 C (1)]» provided it 
is sanctioned by a special resolution of the company, we 
see that it gives some scope to unscrupulous managing 
agents. In India, where shareholders do no not always 
take an active part, owing to various factors such as 
time, distance and other preoccupations, in the affairs of 
the company, and where the managing agents along with 
their friends and relatives compose a strong and important 
group of shareholders, we are likely to come to the 
conclusion that it will not be difficult at all for the 
managing agents to get any resolution passed as a special 
resolution. 
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The question is, why should they be allowed to 
remunerate themselves by such methods as cannot be 
considered satisfactory ? If the managing agents* remunera¬ 
tion is to be increased, this can be achieved by increasing 
their precentage of net profiit and not by other methods, 
whose application in the hands of unscrupulous agents, give 
scope for mainpulative activities not always beneficial 
from the company *s point of view. The Commerce Ministry *s 
memorandum has suggested amendments to the Companies 
Act on this line. But the suggestion to fix a maximum 
limit in regard to percentage of net profit payable to the 
managing agents and the minimum to be paid in case of 
absence or inadequacy of profits, should be a percentage of 
paid up capital, according to a scale prescribed for the 
purpose, seems to be not very sound. It must be noted 
that whether a managing agents* remuneration is high or 
not, should be considered in relation to the efficiency of the 
services rendered and not absolutely. There is also no 
justification for the denial of office allowance to the manag¬ 
ing agents, as suggested, so long as they do not charge the 
managed companies with office expenses seperately, as such 
expenditure has to be incurred by the managed companies, 
if they are managed independently of managing agents. 
It is appropriate to suggest that the minimum amount 
allowed as managing agents* remuneration may be drawn 
by them in twelve equal monthly instalments. The 
remainder of the remuneration can be drawn by managing 
agents only when the profit and loss account and the 
balance sheet are adopted at the general meeting of the 
shareholders. 

The suggestion that the remuneration of the managing 
agents should be subject to the approval of the shareholders 
in the first annual general meeting after their appointment, 
seems not reasonable in view of the fact that when they are 
appointed by promoters at the time of the formation of the 
company, the prospective shareholders are given enough 
opportunity to examine the agreement between the manag¬ 
ing agents and the company before going in for the shares 
of such company. Such a measure will not only put a 
premium on the carelessness of the shareholders but it will 
also put a lever in the hands of shrewd interested share¬ 
holders to demand unreasonable modifications of the 
managing agency agreement. Thus it is likely to dis- 
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courage enterprising managing agents in taking risks 
attendent on all pioneering activities. 

These are but some of the recommendations made, to 
* further tighten up * the present restrictive measures 
relating to managing agents, in the Commerce Ministry's 
memorandum. In addition to the suggestions discussed 
earlier the memorandum proposes that managing agents 
shall not be managing agents of two or more companies 
conducting the same line of business. One wonders what 
benefit will be derived by the investors and the consumers 
whose interests the memorandum wants to protect, by thit 
measure. Advantages that accrue to the various companies 
whether conducting the same or different types of business 
have already been discussed. Further, the suggestion that 
companies shall not be eligible for appointment as 
managing agents would only mean that many industrial 
and business concerns would be deprived of the benefit of 
continuity in policy and resultant efficiency in administra¬ 
tion which company management has given so far. It will 
also shake the confidence of British investors, as many of 
the British managing agency firm during the last few years, 
converted their partnership firms into Indian jointstock 
companies to strengthen their own affiliation with the 
country and to conform with the pattern which, it was 
understood, was desired by the government. The suggestion 
that from time to time the Central Government may specify 
certain industries or companies which should be outside 
the purview of the managing agency system will create 
uncertainty in the minds of the industrialists and thus 
stifle investment. 

In submitting the various recommendations relating to 
managing agents, the memorandum says, that having due 
regard to the interests of the investors and the consumers 
and after carefully considering the merits and defects of 
the managing agency system, the Government have come 
to the conclusion that the restrictive measures incor¬ 
porated in the Indian Companies Act in 1936 should be 
further tightened up. Tightening up is unquestionably 
desirable. But tightening up should not mean introduction 
of measures which will lead to the virtual abolition of the 
very useful system. It should also be not done in a 
manner as would cause a serious shock in the realm of 
industrial organisation. No doubt, the proposals have been 
circulated solely for the purpose of eliciting public opinion; 
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and it is the Government's intention to appoint a techni¬ 
cally qualified committee to examine representati6ns and 
sift opinions before formulating proposals for legislation. 
But such drastic proposals which, according to some, are 
in the nature of a ‘ shock treatment ^ are bound to give a 
serious blow to the revival of business confidence, even 
though these proposals are subsequently altered as a result 
of representations and discussions. It would be a wise policy 
if in all such matters which are likely to shake business 
confidence, the Government make prior consultations with 
the industry and parties likely to be affected. 

Sec. 87 D (1) prohibits loans being given to a managing 
agent out of the moneys belonging to the company of 
which he is the managing agent. This is because previ¬ 
ously some managing agents used to borrow money from 
the company under them for a speculative purpose, and in 
case their speculation proved to be a failure they brought 
grief to the company. This prohibition is extended by the 
section to loans where the managing agent is a firm, to any 
partner of the firm, or where the managing agency is a 
company to any director of the company. It also prohibits 
a guarantee by the company of any loan given to the manag¬ 
ing agent if he is an individual, or to any member of the 
firm, if the managing agency is a firm, or by any third 
party to a director of the company if the managing agency 
is a company. This prohibition does not, however, 
prevent current accounts being maintained by the manag¬ 
ing agent with the company for the purpose of the com¬ 
pany’s business within the limits previously approved of 
by the board of directors. 

Sec. 87 F prevents the investment in shares or deben¬ 
tures in any company under the management of the same 
managing agent unless it has been previously approved by 
the unanimous decision of the board of directors of the 
purchasing company,* as it is expected that an unanimous 
decision will give the shareholders representatives in the 
board a real power in the matter of the company’s invest¬ 
ment policy. 

Sec. 87 H prohibits a managing agent from carrying 
on any business which is of the same nature as, and 
directly competes with, the business carried on by a 
company under his management or by a subsidiary com¬ 
pany of such company. This is self-explanatory. 

1393—9 



CHAPTER VIII 

INDUSTRIAL AND CORPORATION FINANCE 

One of the most important things about which the 
promoters of the industrial concerns have to think is the 
problem of finance. Finance may be considered as the life 
blood of any industrial institution or of any business unit. 
The problem of finance is to be considered even before a 
company is incorporated. As has already been explained, 
a large amount of money has to be spent for the purpose of 
investigating the proposition. Previous to the incorpora¬ 
tion of the company such a sum is generally provided by 
the promoters themselves. Next, when the stage of incorpo¬ 
ration comes, promoters think of raising capital by the 
issue of different types of shares and debentures generally 
known as securities. Then, as the company commences 
business and feels the necessity of further capital, it secures 
the money either by borrowing from a bank or other 
financial institutions, or by making further issue of 
securities, or by utilising a portion of its reserve fund if it 
has been built up by that time. 

NATURE OF FIXED AND WORKING CAPITAL 

At the outset it is desirable to note clearly the two 
distinct types of capital required by industrial units. One 
is * Block capital \ It is the capital necessary to provide 
for the fixed assets such as land and building, plant and 
machinery fixtures and furniture and other assets of fixed 
nature. The other is ‘ Working capital \ This is required 
for the purchase of raw materials, the working of the same 
into finished products, and to meet the day-to-day expendi¬ 
ture of the concern, such as payment of wages, salaries, 
rent, stationery etc. 

The proportions of the block and working capital depend 
upon the nature of the industry and the development period 
of the industry, which really depends upon the former 
factor. It is the period required to make the concern put 
its finished product in the market from the date of its 
incorporation. This period varies from industry to 
industry. In a tea plantation, for an average of 500 acres, 
the development period has been found to be 5 to 7 years. 
It cannot be curtailed, as that is the time necessary for tea 
plants to grow so as to allow the leaves to be plucked to 
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undergo the subsequent manufacturing process. In the case 
of a cotton mill the period is very short ; it may be even 
less than a year. The longer the development period, the 
greater the necessity for a larger amount of working capital 
to pull the concern through that period. 

The amount of the block capital needed varies from 
industry to industry- It is also varies with the size of the 
unit. For certain types of indutries such as Railways, 
Tramways, Electricity supply and the like, firms have to 
be started at their full stature and so, the amount of block 
capital required at their start is sufficiently large. In some 
other industries, business units may start small and grow 
up to their full stature by gradual stages. Capital 
requirements of such industries at their intial stage need 
not be so high as that of the industries just mentioned. 
Again, in some industries such as plantation and coal 
mining there is the need for the supply of block capital for 
some years, so that the need for such capital becomes a 
recurring one, at least for some years from the date of its 
incorporation. 


STATUTORY PR OVIS ION 

It is generally ^dmitted that tj>e fixed capital as well 
as a portion of wording capital .^ould be supplied by the 
unit itself. It is also provi(^€rd in the Indian Companies 
Act (Sec. 101) that a qbmpany cannot proceed with 
allotment if it has not complied with the minimum 
subscription clause, and the minimum subscription is so 
fixed as to provide for working capital in addition to the 
following, which may be consider'fe;^ to be of a fixed nature. 
They are : 

(а) The purchase price of any property purchased or to be 
purchased which is to be defrayed in whole or in part 
out of the proceeds of the issue, 

(б) any preliminery expenses payable by the company and 
any commission so payable to any person in considera¬ 
tion of his agreeing to subscribe for or of his procur¬ 
ing or agreeing to procure subcribtions for any shares 
in the company, 

(c) the repayment of any moneys borrowed by the 
company in respect of any of the foregoing matters. 
The amount of minimum subscription must be stated 
in the prospectus. 
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However, a company should not look to the minimui^ 
requirements of law, but try to raise by the issue of 
securities a large amount of capital sufficient for the 
smooth running of the concern. 

ISSUE OF DIFFERENT KINDS OF SHARES 

The first thing in this connexion is the determination 
of the* amount of capital with whicK the company is to 
be incorporated (technically known as Authorised or Regis¬ 
tered capital—the amount that is mentioned in the 
memorandum), and the amount of the capital to be issued 
immediately (known as Issued Capital)] In fixing the 
authorised capital one should not look only to the 
immediate needs. The needs of the near future should also 
be taken into account, which mean that one should not be 
oblivious of the needs which may arise for expansion in 
the near future. One must not forget that many fomalities 
have to be gone through, which also mean an additional 
expenditure, for changing the capital clause—in fact any 
clause—of the Memorandum of Association of a company. 
On the other hand, if the authorised capit. 1 is placed at a 
very high figure it will not only mean the payment of 
higher fees for registration but also give scope for public 
suspicion if no reasonable proportion is maintained with 
the issued and paid up capital’*'. Other factors in fixing the 
amount of authorised capita] is the size of the business 
unit and the nature of the industry. 

^It is worth while to note here that both under¬ 
capitalisation and over-capitalisation are badVThe fornaei^ 
affects the company’s proper working and growth, and 
leads to its premature liqu idatiop. The latter means that 
the whole amount of capital cannot be economically and 
profitably employed for the benefit of the unit, and this 
will have the effect of unduly reducing the rate of dividend 
oh the entire capita^ which in its turn may have the effect 
of diminishing the market value of its shares. Here we 
inUst know also what is meant by ** watered ” capital. It 
is that amount of capital which is not "warranted by the 


* In this connexion attention of the reader is drawn to the 
Government memorandum on the amendments of the Indian 
Companies Act mentioned already under section «Throttling 
Mushroom Companies ’ in Chapter II. 
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valu e of assets^ and the earning capacity of the company. 
The watering down of the capital is generally the result of 
issuing shares on the basis of an inflated estimation of the 
value of some of the assets, or of creating goodwill to 
an amount not warranted by facts. 

Another point to be determined along with the fixation 
of authorised capital is the determination of the face value 
of each share. The face value of each share should be such 
as will enable even a man with small savings to invest his 
money. On the one hand it offers a great scope for the 
mobilisation of a large amount of capital on the part of the 
company, on the other hand it offers facilities for the 
creation of an investment habit among all classes of people, 
rich and poor. 

The amount of issued capital should be calculated on 
the basis of the immediate needs, which are to be 
determined in relation to the value of tangible and 
intangible assets going to be acquired and sufficient work¬ 
ing capital. The condition of the capital market must also 
be taken into account, especially if the issue is a big one, as 
the status of the company (in case it is an old company 
making a further issue of securities) or the promoters (in 
case the company is a new one) will be at stake if there is 
no immediate response from the investing public. 

A company generally issues various types of shares, 
such as Ordinary shares. Preference shares which may be 
cumulative or non-cumulative. Participating Preference, 
Redeemable Preference shares, and Deferred shares. These 
different kinds of shares are issued by the company to tap 
different sources of investment. In the matter of investment 
each investor has a different temperament. The issue of 
different types of securities thus offers greater scope for 
public subscription by giving the investors an opportunity 
to take securities according to their own liking. 

A very cautious investor, not willing to take much risk 
and being satisfied with a fixed return on his capital, will 
prefer cumulative preference shares as under this he is sure 
of a fixed annual return. In case the profits of any one year 
are not sufficient to pay the dividend on these shares, which 
rank first in the participation of divisible profit, it will be 
paid from the profits of the next available year or years 
before a dividend is paid on any other shares. This means 
that the arrear dividends on such shares will accumulate. 
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and when there is sufficient divisible profit the claims of 
such shareholders will be met first. There is also what is 
known as preference as to the return of capital, which 
means that holders of such shares have perferential right 
over the surplus assets of the company after all the claims 
of all the creditors have been satisfied when the company is 
wound up. In the absence of anything to the contrary, 
preference shares are presumed to be cumulative. Participa- 
ting preference shares are those which give the holders a 
further right to participate in the divisible profit, in addi¬ 
tion to the fixed rate, at a rate and on conditions mentioned 
in the articles of association of the company, if there 
remains a surplus after the payment of dividends on all 
other shares. Sometimes companies issue shares called 
second preference or ‘‘ preferred ordinary These are 
akin to preference shares, and their rights are specifically 
mentioned in the articles of the company. 

Non-cumulative preference shareholders y though they 
rank before ordinary shaieholders in the participation of 
dividend^ cannot claim a dividend in the case of inadequacy 
of profits in a particular year, from the divisible profits of 
the subsequent years like cumulative preference share¬ 
holders. So their risk is slightly higher than that of 
the latter. 

Ordinary shareholders generally form the bulk of the 
shareholders. They participate in the divisible profit after 
the claims of all preference shareholders are met, and their 
rate is not fixed but determined every year on the amount 
of divisible profit, on the recommendation of the board of 
directors and as finally passed by the 4nnual General 
Meeting of the shareholders. In some years, generally 
during the early years, they may not get anything. But 
during later years, when the company prospers and the 
divisible profit increases, they are adequately compensated 
for the greater risk they take as their share of dividend is 
then higher than that paid on preference shares. 

Deferred shares are those which give the holders a 
right to participate in the profits remaining after the claims 
of all other shareholders are met. In the case of an issue 
of this kind of share, the articles of the company fix the 
maximum rate of dividend that will be paid on ordinary 
shares. Sometimes such shares give the holders the right 
to participate in the surplus assets of the company after 
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meeting the claims of all the creditors when the company 
is wound up. These shares are generally given to promo¬ 
ters or to vendors whose business is acquired by the 
company, and therefore they are also known as “founders* 
shares** or “ vendors* shares. ** Compared to other share¬ 
holders, these investors take the greatest risk. In some 
years they may not get any dividend at all. In the years of 
prosperity they may get the highest percentage of dividend, 
as whatever remains after satisfying the claims of 
preference and ordinary shareholders are divided among 
the deferred shareholders. As the right of these shares to 
participate in a dividend is deferred, they are given this 
nwme. It may be mentioned here that Tata’s deferred shares 
of Rs. 30 each fetched a dividend of Rs. 172-10 as. during the 
year 1940-41. In 1917, 26,250 deferred shares out of 47,750 
were issued at a permium of Rs. 370/- per share. The 
Government memorandum on the amendments of th€ Indian 
Companies Act suggests that the rate of dividend payable on 
deferred shares shall not exceed double the rate of dividend 
paid to ordinary shareholders; and the old companies shall 
be allowed two years* time to fall in line with this scheme. 

Redeemable preference shares are those preference 
shares which are to be redeemed at a specified date, or in 
the absence of such specification, the period of notice to be 
given to such shareholders for redemption must be 
mentioned. All such matters are mentioned in the articles 
of the company. Under sec. 105 B of the Indian Companies 
Act, a company limited by shares may, if so authorised by 
articles, issue preference shares, which are, or at the 
option of the company are to be, liable to be redeemed: 
provided that, 

(а) no such shares shall be redeemed except out of profits 
of the company which would otherwise be available 
for dividend or out of the proceeds of a fresh issue of 
shares made for the purposes of the redemption or out 
of sale-proceeds of any property of the company; 

(б) no such shares shall be redeemed unless they are 
fully paid ; 

(c) where any such shares are redeemed otherwise than 
out of a fresh issue, there shall, out of profits which 
would otherwise have been available for dividend, be 
transferred to a reserve fund, to be called “ the capital 
redemption reserve fund **, a sum equal to the amount 
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applied in redeeming the shares, and the provisions of 
this Act relating to the reduction of the share capital 
of a company shall, except as provided in this section, 
apply as if the capital redemption reserve fund were 
paid-up share capital of the company ; 

(d) where any such shares are redeemed out of the 
proceeds of a fresh issue, the premium, if any, payable 
on redemption must have been provided for out of the 
profits of the company before the shares are redeemed.’^ 
The reasons behind the issue of preference shares and 
redeemable preference shares are almost the same as that 
of the issue of debentures (about which detailed discussion 
wiU follow). The holders of preference shares cannot get 
back the amount invested, unlike debenture holders and 
^redeemable preference shareholders. In all three cases, 
the percentage return is fixed. But the last one is more 
analogous to that of debenture issue, inasmuch as the 
principal in both cases is to be returned (unless of course 
the debenture issue is a perpetual one, which is generally 
not the case) on a fixed date, though it is not absolutely 
essential to fix the date of redemption of redeemable 
preference shares in advance. It is quite sufficient if the 
period of notice to be given for redemption is mentioned. 
So, issue of redeemable preference shares is advantageous 
for the company as the company may, if the date of 
redemption is not fixed in advance, redeem these shares 
at any time most advantageous to it, only giving the 
holders proper notice. Issue of debentures is dependent 
not only upon the financial position and the earning 
capacity of the company but also upon the security offered, 
whereas the success of the issue of redeemable preference 
shares is dependent upon the first two factors alone. 
Redeemable preference shares are also advantageous in 
comparison with other kinds of preference shares as the 
latter, once issued, cannot be redeemed and so there will 
be a perpetual charge (assuming of course that they are 
cumulative) on the company for the payment of fixed 
interest thereon. With regard to the redeemable preference 
shares the company can redeem them when it has sufficient 
funds at its disposal in excess of its requirements. An 
issue of redeemable preference shares is very advantageous 
when a company requires , extra capital for its expansion 
which capital, it thinks, can be repaid at an early date 
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from the increase in profits due to expansion. Redemption 
of such shares-relieves the company of its burden of paying 
a fixed annual dividend and this in turn may go to increase 
the rate of dividend on other shares or to strengthen its 
financial position or both. The cumulative effect of both, 
especially of the former, will have a favourable repercussion 
on the stock market. From the point of view of the 
investors in such shares, it may be said that they are sure 
about their return of capital as well as a fixed annual 
payment of interest. 


DEBENTURES* 

Coming to the question of debenture issue it is 
advisable first to define a debenture. There is no statutory 
definition of the term. However, judges have explained 
the term in their judgments in various cases which came 
up before them. A perusal of the various definitions will 
lead one to conclude that it is an instrument issued by 
the company under its common seal acknowledging a debt 
and setting forth the terms (rate of interest, manner and 
time of repayment and nature of the security offered) under 
which they are issued and arc to be repaid. Generally 
they are issued in a series of a fixed denomination (mostly 
of Rs. 100 face-value) and generally secured by a charge— 
fixed or floating—upon the assets of the company. When 
there is no charge they are known as ^ naked debentures \ 
Issue of naked debentures is very rare. A company may 
issue under sec. 126 of the Companies Act ‘ perpetu^ 
debentures, ^ meaning thereby that they need not be 
redeemed. (Such debenture issues also are very rare). 
Debenture issues are very often secured by a trust deed by 
which property is mortgaged to the trustees for debenture- 
holders, and in case of default on the part of the 
company of payment of interest or capital, they 
may sell the property and pay off the debentures. 
Just as in the case of share warrants,t there may be 
bearer debentures, and they are recognised as negotiable by 

* Specimen of a debenture issue of a company is given in the 
appendix at the end of this chapter, 

t According to section 43 of the Companies Act a company 
limited by shares, if so authorised by its articles, may, with res¬ 
pect to any fully paid-up shares, or to stock, issue under its 
common seal a warrant stating that the bearer of the warrant is 
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delivery. Registered debentxires are ^ly transferable 
by deed. > 

The question of issue of debentures should be broadly 
examined under two aspects. Firstly, about the desirabi¬ 
lity of debenture issue, and secondly the possibility of its 
issue, if found desirable. 

, MERITS OF DEBENTURE ISSUE 

An investor unwilling to take any risk and remaining 
satisfied with a fixed rate of interest will go in for deben¬ 
tures (also known as bonds). Assuming the possibility of a 
debenture issue, it is always advisable for a company to 
issue debentures along with shares of various kinds, 
to raise its capital. A debenture holder gets only a fixed 
rate of interest named in the bond, irrespective of the 
company making any profit or not. Such a rate is not gene¬ 
rally high; it of course depends upon the market rate of 
interest, the security offered, the stability and earning 
power of the company. Anyway, on an average, its rate is 
always definitely lower than the dividend declared on 
ordinary shares. An ordinary shareholder may not get 
any return in some years, especially during the early 
stages of the company, but when the divisible profit is high 
he is sure to get a higer return. 

It may be asked why such a high rate of dividend 
should be declared at all ? If the divisible profit is suffi¬ 
ciently high after making due provision fdr depreciation 
and reserve, the directors of the company can afford to 
recommend a low rate of dividend only at the risk of 
incurring the displeasure of the shareholders and thus 
losing all the chanoe of being re-elected again. This 
unnecessary restriction of the percentage of diviend 
also affects the company's shares adversely in the stock 
market. So the question of withholding a high rate of 
dividend will not arise. 

Now, if the company issues only shares, then the 
whole of the divisible profit after appropriation to the 
reserve fund is to be declared as dividend, the rate of 

entitled to the shares or stock therein specified, and may provide 
by coupons or otherwise, for the pay ament of the future dividends 
on the shares or stock included in the warrant, in this Act termed a 
share-warrant. 

Nothing in this section shall apply to a private company. 
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which on an average will be higher than the rate of inte¬ 
rest paid on debentures. When, say, half the capital is 
provided by issue of shares and the other half by issue of 
debentures, then the company can even declare a higher 
rate of dividend on the shares owing to the smaller number 
of participants in the divisible profit. Of course this is 
not a strong ground to stand upon, and the payment of a 
higher rate of dividend on ordinary shares by issuing 
debentures may not be always possible, and even if 
possible, it is not desirable. The company must pay 
annually not only the interest on debentures but it must 
also contribute to the creation of a debenture redemption 
fund (although the possibility of redeeming a debenture by 
fresh issue of debenture is not ruled out.) The total 
annual interest charge, together with the annual contribu¬ 
tion to the debenture redemption fund, will on an average, 
always be less then the amount that has to be paid by the 
company to the shareholders in the shape of dividend. 
Instead of utilising the difference between the two for 
increasing the dividend rate, it should be utilised in the 
business itself, so that the financial position of the com¬ 
pany may be strengthened year after year. 

The strength of the financial position of the company 
will create confidence in the minds of the investing public, 
and when a fresh issue of shares or debentures is made, 
they will not only have the chance of being quickly taken 
up by the investing public and may be even at a premium. 
It will then also be possible to issue debentures bearing a 
lower rate of interest on the debentures. Further, when 
the security offered is good, debentures are favoured by 
individual as well as institutional investors. Thus, by 
issuing debentures along with different kinds of shpvres, the 
company has the chance of attracting more capital for its 
requirements, and that too on advantageous terms. 

Coming to the conclusion that it is a financially sound 
proposition for a company to raise its capital by the issue 
of shares and debentures, let us examine the possibilities 
of the issue of debentures by jointstock companies. 

One advantage, from the investor's point of view, of 
mortage debenture bonds over preferred shares or other 
securities, is the greater security attached to bond issues. 
This is due to the fact that a mortage debenture holder 
knows exactly what his security is, in relation to the 
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obligations outstanding against it. There is generally a 
clause in the terms of a debenture issue, which prevents 
the jeopardisation of the interest of the debenture holders. 
In addition to this, there are the trustees for debenture 
holders to protect their interests. 

Successful issue of debenture by a company depends 
upon the nature of security offered by the company. The 
better the security offered, the greater will be the chance of 
the debenture issue being a successful one. Properties 
offered by the companies as security may be cJassed under 
two categories : Properties of non-specialised nature i.e., 
those which can be put to a variety of uses so that they 
can readily find a purchaser, such as real estate, or stocks 
of finished goods or materials ; or properties of a specialised 
nature i.e., specialised to the use of a p rticular business 
and once devoted to that particular use, can be turned to 
no other use except that for which they were originally 
meant, such as railways, locomotives, or station-buildings 
of a railway undertaking. In this latter case, then, the real 
security looked for by the debenture holders, is not the 
property itself but the earnings of the property. In the 
former case, the limit of the issue is narrow, having a 
close relation to the gelling value of the property mort¬ 
gaged. In the latter, the possibility of issue is greater, 
as the real security is the earning capacity of the company. 
In conclusion, it may be said that, other things being equal, 
companies with most stable earnings or having a 
stable market for their products at all times, can furnish 
the best security for their bond issue as both security and 
return on the investment (in which the bond holders are 
interested) depend upon the permanance of income. 

Coming to the question of the amount of bonds to be 
issued or the proportion to be maintained between this and 
other kinds of securities issued by the company, it may 
be said that it mostly depends upon the nature of industry. 
An industrial concern whose earnings fluctuate between 
two wide limits, can issue a large amount of debentures 
only at the risk of being in default in the matter of payment 
of interest charges, whereas a company with a stable in¬ 
come, can issue a larger amount without much fear. Meade 
an authority on corporation finance, declares, ** that in 
most cases, no more than twenty per cent of the gross 
earnings of a railroad company should be represented by 



INDUSTRIAL AND CORPORATION FINANCE 


141 


interest charges. This standard is established in one of 
the most stable industries. It furnishes a limit above 
which, speaking generally, no company should go on 
pledging its earnings for the payment of interest charges. 

As regards the period for which the debentures are to 
be isssued, it may be stated, that for a new company, it is 
desirable to issue short-term debentures in the first 
instance as the company, being a new one, will have to 
offer higher rate of interest or issue bonds at a discount. 
The issue of bonds at a discount is preferable to the 
payment of higher rate of interest, as the latter may give 
rise to suspicion in the minds of investors, whereas the 
former method, on its face, will show only the ordinary 
rate. When the company reaches the stage of assured 
strength and stability, it can offer long term debentures at 
a lower rate of interest compared to the one previously 
issued. 

Though we note that an issue of bonds along with 
shares is desirable, yet debenture issue by companies is not 
very common in India. The reasons for the unpopularity 
of bond issues have been stated by the Central Banking 
Enquiry Committee as follows. 

Successful issue of debentures in large numbers has 
been rendered difficult by the absence of institutional 
investors, as well as of the institutions to guide the public 
in the matter of investment. In other countries, insurance 
companies invest a large portion of their funds in 
debenture issues of first-class concerns. It was pointed out 
by the Central Banking Enquiry Committee that no 
insurance company in India has taken up this kind of 
investment. Again, public confidence in the matter of 
investment in industrial securities has been shaken due to 
lack of success of industrial units. According to some, the 
heavy stamp duty on debentures and on their transfers 
makes this kind of securities unpopular with industrial 
institutions, as well as with the investing public. 
Uncertain fiscal policy of the Government was also 
considered to be one of the causes. 

Again, the attitude of banks towards industrial units 
which have issued debentures, makes the industrial institu¬ 
tions hesitate to issue debentures. Banks are very reluctant 
to grant advances to institutions which issued debentures 

1 Corporation Finance, by Meade, 



142 FUNDAMENTALS OF BUSINESS ORGANISATION 


as they think that they stand second to debenture holders 
in the matter of the security for their advances. Banks must 
shake off such a false attitude, as we have already 
explained that the issue of debentures on the face of it does 
not imply any financial weakness in the concern issuing 
them. 

It may be noted that the debenture issues of Jute Mills 
and Tea Companies, the majority of which are European 
concerns, and of the Tatas, especially their bond issues of 
the Iron and Steel Company and Hydro-Electric Companies 
were and still are very popular. The popularity of these 
is due to the fact of the investors^ confidence in the 
management, as well as the absence of necessity on the 
part of the management to depend on banks for financial 
assistance even at the promotion stage. 

Comparative figures relating to debenture issues in 
British industry and industries in India are worth noting 
here.2 


British Industry^ 
1925-26 

Indian Industry^ 
1927-28 


Ordinary 

Shares 

Preference 

Shares 

1 

1 Debentures 

47% 

33% 

^ 20% 

) 

75% 

1 16% 

' 9% 


It is worth mentioning here that the unpopularity of 
debenture issue has been a blessing in disguise for 
industrial concerns in India. Dr. Basu has rightly pointed 
out that this has relieved our enterprise from the same 
depressing influence upon their profits that was noticeable 
in Western countries during the depression period.^ 


2. The attention of the reader is also drawn to the table under 
private deposits on page 153. 

3. Committee on Industry and Trade. 

4. Indian Central Banking Enquiry Committee. 

5. Financing of Industries in India^ by Dr. S. Basu. 
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PROVISION OF ADDITIONAL CAPITAL 

It becomes necessary for every company, big or small, 
to secure, after some years of its existence, additional 
capital of fixed nature for its extensions, improvements, 
and the replacement of old and obsolete plant and 
machinery. There are two ways of providing this addi¬ 
tional capital, each one of which will now be discussed. 
These methods are (a) appropriation out of profits and (6) 
fresh issue of securities. 

DIVIDEND POLICY ^ 

Whenever profits allow, it should be the aim of the 
management not to declare a dividend up to the hilt, but 
always to keep a portion of it in reserve, to be utilised in 
times of necessity. In declaring a dividend out of the 
divisible profit, such a rate is to be fixed which can always 
be maintained. Fluctuations in the rate of dividend are not 
desirable, especially if they mean a fall in the rate 
compared to that declared in the previous year or years. 
This will also have its repercussion on the value of the 
shares of the company in the stock market. Therefore, the 
prudent policy is to keep aside always a portion of net 
profits in reserve, which in times of necessity may be 
utilised in bringing the rate of dividend up to the desired 
level. Many companies create a separate reserve known 
as the ‘ dividend equalisation fund ’ for this purpose. A 
general reserve may also be created to be utilised in 
meeting any future cotingencies. Although much can be 
said in favour of this method, still its rigid application for 
making provision for additional capital cannot always be 
advocated. Exigencies of the situation sometimes demand 
that extensive schemes of improvement should be put 
through within a short time. Profits being irregular, one 

6. As an anti-inflationary measure Indian Parliament passed in 
April 1949 Public Companies (limitation of Dividends) Act. This 
measure limits the dividends, which may be paid by public 
companies to 6% of the paid up capital or the average annual dividend 
between April 1, 1946, and March 30, 1948, whichever is higher. In 
case where a public company has paid only one dividend during this 
period, the amount so paid will be taken as the average annual 
dividend for purpose of application of the Act to the company 
concerned. The Act expired on March 31, 1950. 
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cannot and should not always depend *upon them. Special 
conservatism in the distribution of profits is, no doubt, a 
very desirable thing, especially during the early stages of 
the company. But when the company reaches a stage of 
assured strength and stability, it should take advantage of 
its secured position. Under such circumstances, it would 
not be a very wise policy on its part to deplete its reserve 
fund, if it has any, as it is better to leave that untouched 
for any future contingency. The reserve fund should be" 
utilised only when other profitable sources of finance are 
not available at a reasonable cost. Fresh issues of such a 
company will be readily taken up by the investors, in some 
cases even at a premium. The interest charge on a debenture 
issue may also be less than in the previous issue by the 
same company. Due consideration should be given to the 
amount of the new issue ; it should be consistent with the 
maintenance of the rate of dividend declared in the past. 

BONUS SHARES 

Companies with a large reserve fund, built out of 
undistributed and accumulated profits of the past, some¬ 
times capitalise the amount by the issue of bonus shares. 
Whether the reserve is capitalised in the from of bonus 
shares or in any other form, the same argument will weigh 
in its utilization. In addition to the idea of capitalising 
the amount for the benefit of the company's finance, the 
issue of bonus shares is resorted to for the so-called 
concealment of high profits from the consumers of the 
products or services, which the company may offer, as well 
as from other business men who seeing high profits are 
likely to invade the field. 

The issue of bonus shares must be permitted by the 
articles of the company and must be given to the existing 
shareholders in proportion to their holdings. Bonus shares 
may be issued either fully or partly paid up. 

In making a fresh issue of shares one must look to the 
formalities imposed upon the company by the Companies 
Act. If the fresh issue involves an increase in the 
authorised capital of the company then the provisions of 
Sec. 50 of the Indian Companies Act must be complied 
with. In increasing the share capital of a company, limited 
by shares, the provisions of the articles relating to this 
should be followed ; and the power of increasing the share 
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capital must be exercised by the company in the general 
meeting, and the company, under sec. 53, must file with 
the Registrar within fifteen days of the date of the resolu¬ 
tion, a notice of increase. Then, under sec. 105 C, the issue 
of further shares of capital ‘‘ shall be offered in the first 
instance to the members in proportion to the existing 
shares held by each member (irrespective of class) and such 
ofier shall be made by notice specifying the number of 
shares to which the member is entitled and limiting a time 
within which the offer if not accepted will be deemed to be 
declined ; and after the expiration of such time, or on 
receipt of an intimation from the member to whom such 
notice is given that he declines to accept the shares offered, 
the directors may dispose of the same in such manner as 
they think most beneficial to the company. 

This has safeguarded the interest of the existing share¬ 
holders. Previous to this it was quite possible for un¬ 
scrupulous directors, to maintain their oligarchy intact 
by making a fresh issue of shares, probably with greater 
rights given to the holders thereof, to themselves or their 
friends and relatives whose support they could always 
count upon, without giving the existing shareholders a 
chance to buy. 

It may be asked whether it is desirable to give some 
inducement, in the form of issuing shares below market 
value or at a discount 7, to the existing shareholders to 
take up the new issue. One drawback in this is that it has 
to sacrifice much cash and so requires a larger issue than 
when no such concession is shown, and as a result of 
this, the company may feel it burdensome to maintain the 
same rate of dividend declared in the past. But as against 
this, the advantage is that the shareholders of long stand¬ 
ing can be counted on to support the management and the 
necessity for such a support should not be lost sight of. 
Also, the securing of a premium is an uncertain matter, 
depending on the conditions of the capital market, which 
may change overnight. 

SALE OF SECURITIES 

It is necessary to examine the various channels avail¬ 
able to a company through which it can get its issues 
subscribed. The two important channels are (a) the 
company's own agents and (6) the underwriters. 

7. By sec. 105-A a company can issue shares at a discount. 

1393—10 
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SALES OF SECURITIES THROUGH THE 
COMPANY'S AGENTS 

In using this channel, the idea is to reduce the cost of 
subscription to the lowest possible level. The company 
appoints its agents in different places who, through their 
personal influence, try to procure subscriptions of securi¬ 
ties (both shares and debentures) in consideration of the 
receipt of a commission. The company under sec. 105 is 
allowed to pay commission, provided it is so authorised 
by the articles and does not exceed the amount or rate so 
authorised and disclosed in the prospectus or a statement 
in lieu of prospectus. 

This method may seem to be the cheaper of the two, 
but there is no guarantee that the whole of the issue will 
be subscribed within the time desired or that the * mini¬ 
mum subscription’ will be subscribed within 180 days after 
the first issue of the prospectus. If the said amount is not 
subscribed within that perid, then the company is not 
allowed to see the light of day, as all the money received 
from applicants for shares shall have to be forthwith 
repaid to them within 190 days of the said period, violation 
of which entails heavy penalty on the part of the directors. 
If the company ends in a failure like this, it will prejudi¬ 
cially affect the reputation of the promoters. If it is a case 
of the second or subsequent issue on the part of an existing 
company, then, though the question of the minimum 
subscription does not come in, still any failure on the part 
of the company to get its shares subscribed within a 
reasonable period, will shake public confidence in ^he 
company though the real cause may be due io factors, 
such as tight condition in the money market, which are 
beyond the control of the company. Or quite likely, the 
fresh issue may be subscribed, not immediately on the 
publication of the prospectus but slowly in small lots, 
whereas the necessity of the company may be urgent for 
making immediate extensions and improvements. Owing 
to the presence of such risks and uncertainties—risks 
because the status of the company and/or promoters is 
involved, and uncertainties as to the price and funds,— 
companies whether old or new generally resort to the 
other method : underwriting. 
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UNDERWRITING 

Underwriting is insuring the sale of the securities of 
companies in advance of offer from the public to buy them. 
Underwriters are a class of persons or an association of 
persons who agree either to purchase a certain number of 
securities at a certain price within a certain time or 
guarantee their sale within a certain time at a certain 
price in consideration of what is known as underwriting 
commissio;n, based on the face value of securities 
guaranteed. Thus, it is clear that they bind themselves to 
take up the securities which are not taken up by the public 
within the time specified. 

The nature of the underwriters’ work is of a specialised 
type, and also they are a special class of financial 
institution inasmuch as they supply the necessary funds 
from their own pocket, to the extent that is short of the 
amount guaranteed by them. They temporarily become 
shareholders, always with the idea of unloading those 
securities to the public at the earliest possible opportunity. 
Generally, the underwriters maintain a list of their clients 
who are willing to invest money in securities and it is to 
them they offer the securities first. They thus act as 
financial middlemen between the corporation and the 
investing public. 

There may be some variation in matters of detail 
about the procedure adopted by different underwriters in 
discharging their duties and responsibilities, yet all under¬ 
writers’ work reveals the following broad features. In 
some instances, we notice that the securities underwritten 
are offered for sale by the corporation to the public 
through the underwriters, in others the securities are 
purchased from the company, by the underwriters who in 
their turn offer them to their own customers. The former 
is known as an ‘ underwriting syndicate ’ and the latter as 
a ‘ subscription syndicate ’. In many a case, especially 
when the risk involved is very great, some firms of under¬ 
writers join together and form themselves into a syndicate 
to distribute the risk. Even when this is done, the 
corporation knows only one single firm of underwriters 
with whom it enters into an underwriting agreement. 
This firm’s association with other firms of underwriters 
into a syndicate is a matter of no concern to the corporation. 
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The nature of the underwriting business clearly 
indicates that the firm of underwriters must be always in 
possession of a large amount of finance, and the services 
rendered by them may be summarised as follows:—They 

(а) take a great risk in guaranteeing the sale of securities 
before their market value is known ; 

(б) provide cash funds in large amounts and that too, 
quickly according to the needs of the company ; 

(c) supply the special ability necessary to a thorough 
understanding of the capital market and a knowledge 
of when, where and how to place the securities ; 

(d) as a specialised type of financial institution with an 
established reputation are able to endorse the 
enterprise to their many connexions. Their endorse¬ 
ment is of special significance, as it encourages the 
public to invest, because they do not underwrite the 
securities of a corporation of whose soundness they 
are not quite confident. They are, in fact, not only 
financial experts but also industrial experts. They 
have their own technical and industrial experts to 
whom they always refer any proposition for an expert 
opinion. The individual investor has neither the 
time nor the capacity to judge the soundness or other¬ 
wise of an industrial security and it is these under¬ 
writing firms who can help the investing public in this 
matter. 

The growth of underwriting firms in large numbers is 
a very desirable thing for India. It is said that Indian 
capital is shy; and the cause of shyness is really inability 
on the part of investors to get independent expert opinion 
about the security in question. More than two decades 
ago the Industrial Commission remarked, “ the difficulty of 
raising capital for industries is mainly the measure, even 
in India, not of the insufficiency or inaccessibility of money, 
but of the opinion which its possessors held of the industrial 
propositions put before them. This remark holds good 
even now. Instances are not rare where shares of some 
companies are oversubscribed the moment they are 
offered, which shows that people are eager to invest in 
industrial securities provided they are sound. The invest¬ 
ing public in India are quite familiar with some well-known 
promoters, both Indian and European, and the shares of a 
corporation started by them are sold like hot cakes. One 
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way of mobilising idle surplus funds in the hands of the 
public for developing industries, is to start good under¬ 
writing firms composed of a number of financial and 
industrial experts. It is high time that leaders of thought 
and action in matters relating to industrial development 
do not simply think of starting one industry after another ; 
they should also think of providing institutions which will 
help ordinary investors to invest in industrial securities 
If industrial concerns are started by well-known indepen¬ 
dent promoters (not managing agent promoters, because 
they are not independent in the true sense), and their 
issues are underwritten by expert independent under¬ 
writers, the investing public will get the benefit of expert 
opinion on the soundness of the securities, and this is sure 
to draw the surplus funds of the investors into the field of 
industry. Of course it is essential to have underwriters 
who are really independent, who, save as underwriters, 
are not in any way interested in starting this or that 
company. The fact that a company is started by promoters 
of good repute will attract a certain percentage of investors, 
and when, further, their schemes stand the criticism of 
underwriters, we can naturaly expect a greater response 
from the public. (Hero it must be remembered that a well- 
known firm of underwriters will not underwrite issues of 
each and every company. Before assuming the risk, they 
examine every scheme in detail and they underwrite only 
when they are sure about the success of the issue, for any 
failure will mean a heavy loss to themselves.) 

There are certain legal formalities which must be 
observed in connexion with underwriting. Section 105 of 
the 1. C. Act which deals with the payment of commission, 
has already been discussed. Under Sec. 93 [(1) (e)] not 
only the names of the underwriters are to be given in the 
prospectus, but it must also contain a statement by the 
directors that, in their opinion, the resources of the under¬ 
writers are sufficient to discharge the underwriting obli¬ 
gations. 

What should be a reasonable rate of commission to the 
underwriters, is difficult to say. However, some observations 
in this connexion will be useful. As underwriters take 
great risks, the price of the underwriting agreement varies 

8. The part played by Investments Trusts and Fixed Trusts 
and Investment Bankers in this connexion is discussed later. 
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directly with the risk involved. The greater the risk, the 
greater must be the remuneration ; and the risk depends 
upon the stage, the development and reputation of the 
corporation, the general condition of the industry concerned, 
the kind of security underwritten, the amount of security, 
the condition of the capital market and the agreement under 
which remuneration is received. 

Something has to be said about the efiFoct on the invest¬ 
ing public of Government borrowing. Government should 
never be a competitor with industries in the money market 
for raising a loan, for it will then divert industrial invest¬ 
ment to Governm.ent securities which are generally 
favoured only by cautious investors. 

INVESTMENT BANKERS 

It is also desirable to examine the activities of invest¬ 
ment bankers. The origin of these institutions may be 
traced to the activities of commercial i^anks in America, in 
opening their bond and secuidties department, through 
which they used to sell corporation securities to their 
depositors and other customer^^. It was later realised that 
it is a specialised type of activity and investment bankers 
came into the field to leplaco the commercial banks in this 
line of activity. 

Investment bankers purchase corporation securities for 
cash from the companies concerned. This kind of sale hy 
the corporation to an investment banker is advantageous to 
the former as the cost of obtaining the required capital is 
definitely known in advance, and it will also generally be 
less than if sales are made direct to the public by the 
company. This is because these institutions have a perma¬ 
nent organisation and an establised clientele of customers, 
many of whom will buy securities only at the bankers^ 
recommendations and through them. Thus, investment 
bankers provide a well-established organisation for th^ 
marketing of securities and so they may be called whole¬ 
salers in the marketing of securities. They, like mail order 
houses, always maintain an up-to-date mailing list 
consisting of existing, prospective and potential customers, 
to whom they send, at intervals, letters and circulars 
concerning attractive securities to suit the individual 
customer. Certainty of return is also greater under this 
kind of sale of securities. 
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It must be clearly understood at this point that an 
investment banker will not buy the securities of each and 
every corporation. Just as an underwriter examines 
critically a proposition before entering into underwriting 
contract, so also an investment banker examiries the 
prospects and position of the company before buying, to 
see whether these securities will appeal to their customers. 
The price at which the banker buys the securities will, of 
course, be below that which he expects to receive for them. 
The difference between the two is the banker^s profit. 

The necessity for the growth of this kind of 
organisation m India is very great and all the reasons 
advocated for the growth of underwriting firms apply with 
equal force he:e too. 

WORKING CAPITAL 

Mention has already been made of working capital and 
its proportion to fixed capital. The amount of working 
capital required by an industrial concern varies with the 
nature of the industry, the development period (discussed) 
already), the cost of the output and the methods of market¬ 
ing, both buying and selling. The latter two factors play 
an important part. V/hen with a rise in prices the cost of 
production goes up, the amount of working capital needed 
also increxses This is illustrated from the figures of 
Tata Iron and Steel Company : it is estimated that in 1924 
a sum of three and half crox^'es of rupees was necessary for 
the company’s working capital, whereas in 1927 it was 
estimated to be 2'2 crores when the cost of production fell^. 
Again, if the raw material required during the year has to 
be purchased all at one time, the amount required will be 
larger, whereas it will be less if it is purchased in different 
instalments. This is borne out from the practices followed 
in Bombay, Ahmedabad and Nagpur^^ cotton mills. If sales 
are made direct to wholesalers or other distributing agents, 
then the money will be realised early ; if the unit does 
not take advantage of the existing distributive organisation 
and itself tries to do selling, then it will take a long time -to 
realise the money. 

If an industrial unit is to be started on a sound 
financial basis, it must not only supply its own fixed 

9. Statutory Enquiry, 1926 Steel Industry Report. 

10. Industrial organisation in India by P. S. Lokanathan p, 157. 
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capital but also a portion of working capital by issue of 
securities, as a certain percentage of working capital must 
always be on hand, and so, though theoretically it is work¬ 
ing capital in fact it is of a permanent nature. This is also 
the view expressed by Dr. Jeidels in his discussion with 
the member of the Indian Central Banking Enquiry 
Committee. Whatever working capital is required over and 
above that amount, should be sought from other sources. 

In India an industrial institution generally obtains its 
working capital from the following sources :— 

(1) Public deposits (2) Private deposits and (3) Ad¬ 
vances by joint stock banks. 

We shall discuss each one of these methods one by one. 

PUBLIC DEPOSITS 

In India, the development of industries preceded the 
development of banking on modern lines. In the absence 
of banking facilities on modern lines, the public used to 
deposit their savings with people in whom they had 
confidence and the latter class invariably used to be the 
industrialists of the day—the managing agents. These 
managing agents used to utilise the funds deposited with 
them as working capital for the industrial concerns under 
their management. Interest is also paid on such public 
deposits. These deposits were in the nature of fixed 
deposits varying generally from six months to one year. 
Of course, the depositors were at liberty to withdraw the 
amount at any time, giving proper notice, at the risk of 
losing interest. A large percentage of the working capital 
of the cotton mills in Ahrnedabad and Bombay especial] y, 
at the former place, used to come from this source. 

On the face of it, this system seems to be good but 
really it is not so, as there is no guarantee that these depo¬ 
sits will be there even for the period for which the depo¬ 
sitors orginally agreed. During the days of depression, when 
the mills are actually in need of funds these deposits are 
withdrawn; therefore they may rightly be termed “ fair 
weather friends.’^ Such a system of finance cannot be and 
should not be relied upon. During a normal period, there 
is an overflow of such deposits and this leads to overtrad¬ 
ing, at least, there is temptation to do that and this also in 
many a case has tempted the managing agent to speculative 
activities. A method which bears some similarity to this 
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was in vogue in the Lancashire cotton mills. But there 
deposits came mostly from the employees of the concern, 
whereas deposits in India came from the public in general, 
and the amount of public deposits invariably depends upon 
the good name and reputation of the managing agents. 

PRIVATE DEPOSITS 

These are the funds supplied by the managing agents 
themselves to the concerns under their own management. 
Such deposits cannot be considered to be bad on the face of 
it. There are instances where managing agents supplied 
all the finances, during all the stages, from the birth of the 
concern to its maturity.^^ How important were these kinds 
of deposits (public and private) as a source of working 
capital at one time, may be judged from the following 
table showing the relative share of the various agencies 
as on Oct. 1st. 1930 in financing the cotton mill industries 
in Ahmedabad and Bombay. 

I Percentage of total Finance 

1 

Ahmedabad Bombay 

For 56 Mills. | For 64 Mills, 


1. Advance by mana¬ 

ging agents (Private 
Deposit.) 

2. Public deposit. 

3. Advances from 

Banks. 

4. Shares. 

5. Debentures. 

Total 


24% 

21% 

39% 

11% 

4% 

, 9% 

32% 

49% 

1% 

1 10%“ 

100% 

100% 


11. The merits and demerits of the system are discussed in the 
chapter on managing agency. 

12. Source p. 278 of the Central Banking Enquiry Committee 
Vol. I Part I. 

a. Of the debenture issues of Bombay mills approximately 20% 
came from the managing agents, 22% from banks and 58% from the 
public. 





154 


FUNDAMENTALS OF BUSINESS ORGANISATION 


ADVANCES BY BANKERS 

Industrial institutions which are not fortunate enough 
to be managed by reputable firms of managing agents, 
cannot get capital from the two sources mentioned above. 
The insignificant part played by the banks in the supply of 
finance is also clear from the above table ; it is only 4% in 
Ahemedabad and 9% in Bombay. It may be suggested that 
this is due to the presence of managing agents. But when 
we examine the practice followed by the jointstock banks 
in advancing money to industrial institutions we realise 
that the presence or absence of managing agents makes 
practically no difference in the matter. As far as possible, 
managing agents of repute refrain from going to banks. 
And when an industrial concern goes to a bank for 
financial assistance, advances are obtained^ as against a 
two-named paper’’, with or without hypothecation of 
stocks, usually the latter. In the case of two-named paper, 
banks insist cn a second signatory to the promissory note 
to stand as surety and such second signatory must be one 
unconnected with the principal debtor in general partner¬ 
ship. Managing agents are invariably the second signatory 
to the pronote of which the company is the first signatory. 
This peculiar system originated from the practice followed 
by the Imperial Bank and was due to the imposition of 
restriction upon its lending power by the Imperial Bank of 
India Act of 1920. It has compelled the industrial units to 
be dependent on the managirxg agents. This has ultimately 
led to such an absurd state of affairs, that banks while 
advancing money, look more to the credit-worthiness and 
solvency of the managing agents, who are really sureties, 
than that of the company, the principal debtor.This 
has created a vicious circle. It has forced the industrial 
units to be managed by managing agents. Again, when 
banking on modern lines developed in India, the banks 
found that the financial needs of the industry arc well 
looked after by the managing agents. They never tried to 
develop this aspect of finance at all, for which the managing 
agents are as much responsible due to the desire on their 
part to dominate the industry. This has rightly made 
Dr. Jeidel remark before the Indian Central Banking 
Enquiry Committee that “the banks are spoiled by the 
managing agency system, and the managing agents are 

13. This is also discussed in the chapter on managing agents. 
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spoiled by the banks. The cumulative effect of all this 
is, that no system of industrial finance, independent of 
the managing agent has developed at all. 

Another method of borrowing from the bank is under 
the cash-credit system with or without hypothecation of 
stocks. The inclusion of the half-interest clause, which 
compels the borrower to pay interest on half the amount of 
the cash credit whether utilised or not, makes the system 
costly. 

Usually, advances made by jointstock banks are against 
a tangible and marketable security lodged or pledged with 
the banker. Clean advances against personal security 
with a second signatory to the promissory note are very 
rare. There is nothing much to be said against the 
bankers’ practice of demanding securities. Bankers when 
dealing with other peoples’ money must naturally see to 
this. This should not mean that clean advances should 
not be made. On the other hand, wherever circumstances 
permit, this should be done to make the system of finance 
eJastic. With regard to the security demanded, the position 
is tliu^t the system becomes costly as well as inelastic when 
the margin demanded is very high. The margin demanded 
is specially very high when advances are granted against 
agricultural produce, the prices of which fluctuate widely. 
The margin demanded may be lessened if the produce is 
hedged, ” as this operation v/ill shift the risk of price 
fluctuation to the expert body of speculators. In order 
that hedging m^y be effected, the existence of ‘ futures ’ in 
an orgcviiised market is essential^ ^. In India some effort 
ill this direction is desirable. Establishment of Ware-house 
companies on a jointstock basis, custodian ware-housing 
and Government licensed ware-houses, as is done in the 
U.S.A. under Federal Ware House Act, will also greatly 
help the borrower to get advances at a cheaper rate. 
Warehouse receipts and warrants of such ware-houses will 
increase the borrowing power of the needy. In addition to 
this, their free movement as a negotiable instrument will 
help in the development of the bill market. This last 
factor is of important consequence, as the absence of a well- 

13-a. Hedging and Futures explained in detail in chapter XXII. 

14, Elements of Marketing by Converse. Co-operative Plann¬ 
ing Committee (1946) also recommended establishment of licensed 
ware-houses. 
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developed bill market is one of the factors responsible for 
making it difficult on the part of the industrial unit to get 
money on easy terms. Banks should encourage the system 
of discounting bills. 

It is said that commercial jointstock banks always 
renew the advances which they make in the first instance 
for a short period, usually six months. This renewal does 
not really benefit the industrial units as they must be ready 
with the funds. This renewal cannot make the system of 
finance elastic. 

Industrial units have to go to indigenous bankers also 
for financial assistance, and they charge a very high rate of 
interest. It came to the notice of the Indian Central Bank¬ 
ing Enquiry Committee that a rate as high as 12 to 18 per¬ 
cent, and sometimes even up to 24 per-cent was paid by 
some of the coal companies, and industries like leather and 
tanning, oil mills, rice mills, and smaller tea gardens have 
had to pay 24 per cent with security on their assets. Of 
course, the rate is now definitely lower. 

All these facts clearly go to show that the system of 
finance is not only inadequate but also costly. It is not 
within the scope of this book to examine in detail the 
possibilities for improving the matter in this direction, but 
still some observations will follow. 

It is absolutely essential that a large number of 
industrial banks should be started all over the country. 
The very nature of the mode of operation of commercial 
banks prevents them from giving advances f6r a long period. 
It is the industrial banks which must come into the field to 
supply long term finance to the industry. 

Another line of development which deserves considera¬ 
tion is the establishment of Industrial Mortgage Banks on 
the lines of those started in some of the continental 
countries. What Land Mortgage Banks do for agriculture, 
Indutrial Mortgage Banks do for industry. 

Finally one must remember that the question of 
industrial finance can not be viewed independently of 
mdustrial organisation and management. Often managerial 
ineflficiency is attempted to be coverd up by the so called 
inadequacy of capital. It may be noted here that many of 
the industrial institutions which applied to the Government 
of Madras for financial assistance under State Aid to 
Industries Act were not found to be deserving cases. 
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. LESSONS FROM OTHER COUNTRIES 
The mere establishment of industrial banks will not be 
enough. Nor can we sit quietly over the matter and wait 
for industrial banks to come up. Judging from the growth 
and activities of industrial banks, since the time when the 
report of the Industrial Commission or the report of the 
Central Banking Enquiry Committee saw the light of day, 
we cannot be very sanguine about them. It is on this 
ground we say that our commercial banks cannot absolve 
themselves from responsibility in this direction by simply 
quoting the activities of the British Commercial Banks 
which they generally follow. They forget that the structure 
of the British capital market is quite different from ours. 
There, the capital requirements of the industry are supplied 
from various sources, such as finance companies, issue 
houses, investment trusts and fixed trusts. Moreover, the 
so-called aloofness of the British commercial banks towards 
industry seems to be changing. The establishment of the 
Securities Management Trust, formed as a subsidiary to the 
Bank of England in 1929, is a clear proof of this. It was 
started, among other things, with the object of advising 
industries, examining schemes of rationalisation and 
reorganisation and also to render the necessary financial 
help, till the industry is assured that it can fairly appeal to 
the investing public. It serves thus to bridge the gap when 
the investing public will not take up the issue of an 
industry which is in a distressed condition. Similarly, 
the Bankers’ Industrial Development Company, the capital 
of which is subscribed by the deposit banks and the Bank of 
England, was established in 1930 with the object of investi¬ 
gating and advising on all matters financial, economic and 
industrial and to aid in the formation and carrying into 
effect of schemes and arrangements relating to the financing, 
development, co-operation, rationalisation etc., of companies 
and business of all kinds. Besides this, the establishment 
of Finace Corporation of Industry Ltd., and Industrial and 
Commercial Finance Corporation, for the purpose of 
financing industries is a clear proof of a radical change in 
the attitude of the British Banks as well as the Govern¬ 
ment, towards industry in the matter of industrial finance. 
The Finance Corporation of Industry Ltd., with a capital of 
£ 25 million, is to finance large scale industries by 
providing temporary or long period finance; the Industrial 
and Commercial Finance Corporation with a capital of £ 15 
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million is meant to finance the small and medium sized 
ones. These two institutions are to provide finance and not 
itself reorganise the industry. This is where these 
corporations differ from the previous two institutions of 
the like. 

In Germany, from the very beginning, commercial 
banks gave a helping hand in the matter of industrial 
development of their country. There exists a very intimate 
relationship between banks and industry. There, a 
nominee of the bank always finds place on the 
Aufsichtsrat —the Board of Supervisors of the 
companies which are their customers. This board has very 
wide powers, and the law also gives it the power of direct 
intervention in some of the company's affairs, although 
wider powers may be given by the articles of the company. 
The nominee of the bank is invariably a financial expert 
and he is there to act as a friend, philosopher and guide of 
the industrial unit in matters of finance. Even before the 
flotation of the company, schemes are considered by the 
banks, and if it stands the scrutiny of the bank, then only 
will it take up its shares, not with the purpose of holding 
them as a shareholder but simply to give a lead to the 
investing public, which is wanted there also. The bank 
will unload the shares at the earliest possible opportunity. 

The examples of these two countries clearly point to 
one important thing, that is, co-operation. The English 
examples show the co-operation between the various bank¬ 
ing institutions of the country and their desire to do some¬ 
thing jointly' for the industrial development of the country. 
The German example shows co-operation between the 
industry and the bank. Here, in India, when a bank renders 
a large amount of financial assistance to the industrial 
unit, it will not be given in a spirit of co-operation in the 
real sense, but it is a domination of the bank over the 
industrial concern. We know how, n,s a result of the 
managing agency system of industrial finance, our 
industrial units are too much dominated by financial 
considerations. Lot our banks develop a spirit of 
co-operation amongst themselves and then give a real help¬ 
ing hand to industry. 
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INDUSTRIAL FINANCE CORPORATION OF INDIA* 
Constitution 

For the purpose of making medium and long term 
credits more readily available to industrial concerns in 
India, particularly in circumstances where normal banking 
accommodation is inappropriate or recourse to capital issue 
channels is impracticable, the Industrial Finance 
Corporation of India was established on the 1st of July 1948. 
It has been incorporated under the Industrial Finance 
Corporation Act, 1948 (XV of 1948). 

The Corporation was established with an authorised 
capital of Rs. 10 crores divided into 20,000 shares of 
Rs. 5,000 each. The present issue is 10,000 shares fully 
paid up and the issue of shares has been distributed in the 
following manner. Central Government and the Reserve 
Bank of India 2,000 each ; Scheduled banks 2,500 ; Institu¬ 
tional investors such as insurance companies, investment 
trusts and similar financial institutions 2,500 and 
co-operative banks 1,000. Co-operative banks, however, 
failed to take up the shares in full, and in accordance with 
Section 4 (5) of the act, the Central Government and the 
Reserve Bank took up the balance of the shares, i. e., 79, 
which remained unallotted. 

The Corporation completed its one year of working 
on 30th June 1949 ; it is too early to judge its work. The 
Board of Directors in their first annual report remarked 
that in the working of the Corporation they had “ few 
precedents that can be drawn upon as, in other countries 
too, such corporations are of recent origin. ‘‘The 
Corporation has, therefore, had to feel its way with its 
operations. 

NATURE AND SIGNIFICANCE OF THE ASSISTANCE 
RENDERED 

During the year ending 30th June 1949 the Corporation 
sanctioned loans to the tune ofRs. 3.42 crores as against 
95 applications for Rs. 10.33 crores ; loans to the extent of 
Rs. 4.88 crores were still under consideration. Effective 

♦ Major portion of this topic appeared as an article bv one of the 
authors (0. K. Datta) in the journal ‘ Business Week ^ in Vol III No 8. 
Thanks are due to the editor for kindly permitting the reproduction 
of the same here. 
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rate of interest charged by the Corporation vary from five 
to five and half percent. It is highly gratifying to note that 
in considering applications for loans, the Corporation was 
“ guided not so much by the value of the assets mortgaged 
as by the profit earning capacity and prospects of the 
concern and the technical soundness of the scheme It 
has also been guided by the national importance of the 
industry. 

In addition to the financial benefits received, the 
borrowing companies receive other indirect benefits which 
are of no mean significance. The schemes of the borrowing 
companies for which financial help was wanted from the 
Corporation were scrutinised by the Coporation’s technical 
experts. Industrial concerns were also given the oppor¬ 
tunity to discuss their schemes with them. Advice of the 
appropriate Ministry of the Government of India was also 
sought where necessary. The benefits arising out of such 
discussions can never be over emphasised. Such mutual 
consultations will establish a close connexion betvv^^een 
the industry and the Corporation—a connexion which was a 
special feature of the German banking system. It will also 
achieve something more as the Government will be 
consulted in times of necessity. It has further been stated 
in the report that it is the intention of the Corporation to 
engage engineers and other technicians who would be 
able to assist the borrowing companies with advice in 
regard to the technical aspects of their operations. 

Industrial units which have been refused loans are 
also benefited as a result of the discussions, since they help 
them to put their houses in order. The board has done a 
good thing in pointing out some of the defects from which 
many of our industrial concerns are suffering. It has been 
mentioned that in many cases proper consideration is not 
given to matters of location, technical assitance, efficient 
production and maintenance of proper books of accounts, 
not to speak of cost accounting. It is high time that the 
industraial units got themselves cured of these maladies. 

SHOULD THE PROVISION OF WORKING CAPITAL BE 
OUTSIDE THE CORPORATIONS PURVIEW ? 

The terms and conditions on which loans are sanction¬ 
ed by the corporation give some room for criticism. It is 
stated that the Corporation primarily grants accomoda- 
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tion for the acquisition of fixed assets*..the Corporation 
does not want to compete with commercial banks in the 
provision of working capital This suggests that the 
needs of the industrial institutions as regards the supply of 
working capital, is well looked after by the commercial 
banks of the country. But that this is not the case, is well 
known to every body. No doubt, as stated in the preamble 
of the Act (Act XV 1948), the Corporation has been establish¬ 
ed for the purpose of making medium and long-term 
credits more readily available to industrial concerns in 
India. Yet, considering the present supply position of 
working capital needed by the industrial concerns in the 
country, the Corporation seems to have no justification to 
feel complacent about this aspect of industrial finance. 

One may suggest that loans granted for working 
capital are for short periods. It is not a medium or long 
term credit To this it may be said that short, medium 
and long are relative terms. Moreover, the period for 
which an advance may be required for working capital by 
an industrial unit, depends among other things on its 
development period. If the development period is long, 
the period for which the advance will be required will be 
at least medium, if not long. 

The question of competition between the Corporation 
and the other commercial banks in the country does not 
really arise so long as the demand for working capital is 
greater than its supply. The so-called competition, even 
if it exists, may be eliminated in spite of the Corporation 
entering the field. In the matter of granting loans for 
working capital, the Corporation may introduce such rules 
as will make the industrial concerns approach it only as a 
last resort. 

The importance of managing agents in the field of 
industrial finance is well known ; and if the Corporation 
keeps the field of provision of working capital altogether 
out of its purview, it will mean perpetuation of dependence 
of industrial units on managing agents, a thing not very 
desirable in itself. Whatever may be the merits of 
managing agency system of industrial finance, it has the 
most serious drawback of making the industrial units too 
much dominated by financial considerations and too little 
by industrial ones. Thus, the Corporation will not be 

1393—11 
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justified in completely shutting its eyes to the provision of 
working capital. 

GUARANTEE FROM MANAGING AGENTS OR DIRECTORS 
FOR LOANS HOW FAR JUSTIFIED ? 

It is further laid down “ that the loans should be 
guaranteed by the directors or partners of the managing 
agency firm in their personal capacity, the guarantee being 
joint and several No doubt, a financial institution, 
while granting loans should take the utmost precaution for 
the safety of the money advanced but to demand a 
guarantee, both joint and several, from the directors or 
partners of the managing agency firm, in case the industrial 
unit is managed by a firm of managing agents, will have 
the most undesirable effect of introducing a custom which 
will be analogous to that of borrowing against two 
named paper Insistence of this condition will make the 
industrial units more dependent upon managing agents in 
the matter of industrial finance. And thus, it will mean 
that in spite of the establishment of Industrial Finance 
Corporation the provision of industrial finance can not be 
thought of, independent of managing agents. Credit- 
worthiness of the industrial units should be judged 
independently of that of the managing agents. If the 
industrial unit is found to be credit-worthy, there is no 
reason why the managing agents^ or the director's guarantee 
should be further insisted upon. In some cases, managing 
agency agreement may contain provisions which are likely 
to adversely affect the security of the Corporation. But in 
such cases it is possible for the Corporation to introduce 
some other conditions to make its position secure. 

GREATER ATTENTION TOWARDS UNDERWRITING NEEDED 

Under the Act, the Corporation is also empowered to 
guarantee loans raised by industrial concerns and also to 
underwrite the issue of securities by them. But during the 
period under review, it has refrained from entering into 
such commitments. It is said that such activities were 
not undertaken * ‘ in view of the present situation in the 
money market and the stock exchanges suggesting 
stringent conditions of the money market and depression in 
stock exchanges. For an institution of the type of Industrial 
Finance Corporation, this should not be a strong ground 
for not undertaking guarantee or underwriting business. 
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On the other hand if deserving industrial units wanted to 
have their loans guaranteed or issues underwritten, this 
ought to have been the reason for doing both underwriting 
and guarantee business to .tone up the condition of the 
capital as well as the stock market. 

Underwriting the issue of the securities of an industrial 
underwriting is, however, justified only when there is the 
possibility of an adequate response from the public and the 
market towards the securities underwritten. But an 
adequate response is difficult to obtain in a country like 
India, where a large body of the investing public has not 
the capacity to assess correctly the value of industrial 
securities. 

The investing public needs the help of experts in form¬ 
ing their opinion. Such a help can only be obtained from 
independent underwriting firms of repute. When the 
schemes of industrial concerns stand the criticism of under¬ 
writers who are really independent, who, save as imder- 
writers, are not in any way interested in the industrial 
concerns whose securities they have underwritten, the 
possibility of a good response from the public towards such 
securities is almost assured. The name of such an under¬ 
taking firm attesting to the prospectus of the concern wiU, 
as it were, give a stamp of quality to the security in 
question—a stamp which will always be highly helpful to 
the investing public in the proper assessment of the value 
of industrial securities. Such a stamp of quality, will 
help the industrial concerns to get their securities easily 
subscribed. 

Can we think of any institution which will be more 
independent and doing underwriting business in a more 
impartial and disinterested manner than the Industrial 
Finance Corporation of India? Surely not. Is it not desirable, 
then, for the Corporation to encourage industrial units to 
get their issues underwritten ? Such an act on the part of 
the Corporation will have a double effect; on the one hand 
it will guide the public in the matter of investment in 
industrial securities and on the other it will help the 
industrial units in the quick disposal of their securities 
which will provide money for the acquistion of their fixed 
assets. 

Among the Provincial Governments the Government 
of Madras has passed a measure for establishing an Indus- 
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trial Finance Corporation to aid existing industries as well 
as new ones to be started in the province. The Industries 
Minister, during the debate on the bill, remarked that the 
bill would enable the government to promote directly key 
industries started by private and public industrial 
concerns. 51 percent of the shares of the Corporation will 
be taken up by the Government and the balance by the 
other financial institutions. 

The Government of Saurashtra has also constituted an 
Industrial Finance Corporation with a view to making 
medium and long term credits more readily available to 
industrial undertakings in the Union. 

The Corporation, formed in pursuance of an ordinance 
published by the Government will have an authorized capi¬ 
tal of Rs. 2 crores. Fifty percent of the capital will be 
made up by Government shares and the Saurashtra Bank 
will subscribe 25%. 

The Corporation will help to make credit available to 
industrial concerns, particularly in circumstances where 
normal banking accommodation is inappropriate or 
recourse to capital issue methods is impracticable. A 
number of Provincial Governments are also contemplating 
setting up Industrial Credit Corporations with objects 
similar to those of the Corporation established by the 
Centre, The provincial institutions and the Indutsrial 
Finance Corporation of India must work in close co-opera¬ 
tion. Uniform policies must be persued by them with regard 
to the financing of industry. In order to avoid overlapping 
of the spheres of the operations of the provincial institutions 
and the Corporation at the centre, it may be desirable for 
the former to restrict their operations to the smaller, 
medium and cottage industries. 

PAKISTAN INDUSTRIAL FINANCE CORPORATION 

The Pakistan Industrial Finance Corporation Act, 1949, 
came into force on July 15, 1949, when the shares of the 
Corporation reserved for public subscription was offered to 
the public. 

The Corporation has been established under an Act 
(I of 1949) of the Pakistan Constituent Assembly (Legisla* 
sture) to encourage the development of industries in the 
country by providing facilities for medium and long-term 
credit which are not normally available from banks. 
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The head oflSce of the Corporation will be in Karachi 
and oiBBces or agencies may, with the previous sanction of 
the Central Government, be established elsewhere in 
Pakistan. 

The Corporarion has an authorized capital of Rs. 3 
crores divided into 60,000 fully paid-up shares of Rs. 500 
each. The capital may from time to time be increased. 
In the first instance however, only 40,000 shares have been 
issued, the Central Government subscribing for 20,400 
shares, the remaining 19,600 shares have been offered for 
public subscription. 

The Government will subscribe 51% of all shares 
issued. The rest will be reserved for public subscription 
and will be open to provincial Governments, Governments 
of the acceding States, the State Bank, Scheduled banks, 
co-operative banks and insurance companies. 

The shares of the Corporation have been guaranteed 
by Central Government as to the repayment of the prin¬ 
cipal and also regarding the payment of a minimum 
annual dividend of 2|%. 

As the Corporation will be liable to income-tax on its 
profits, the dividend paid by it will be free of income-tax. 

The shares will be treated as “Trustee Securities’^ 
and “Approved Securities.” 

The Management will be entrusted to a Board of 
Directors, which will be assisted by an Executive Com¬ 
mittee and a Managing Director. A committee of experts 
to be called the Technical Advisory Committee will give 
technical advice to the Corporation, who may appoint 
any other advisory committee for the efficient discharge of 
its functions. The Managing Director will be a wholetime 
officer appointed by the Central Government. 

Out of the eight Directors who will form the Board, 
five will be appointed by the Central Government and the 
rest will be elected by the shareholders. The latter 
Directors on the first Board will, however, be nominated by 
the Central Government from among the shareholders. One 
of the Directors (other than the Managing Director) will be 
appointed Chairman of the Board. 

The Board will discharge its functions on commercial 
lines, but with due regard to the interests of industry, 
commerce and the public interest generally, and shall be 
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guided by such instructions on matters of policy as may be 
given to it by the Central Government. 

The Corporation has been authorized to guarantee 
loans: underwrite issues of stock, shares, bonds or 
debentures by industrial concerns : receive commission: 
retain as part of its assets and stock, shares, bonds or 
debentures which it may have to take up in discharge of 
any liability incurred through underwriting, granting 
loans to, or subscribing to debentures of, industrial 
concerns: and carry on all matters incidental to or 
consequential upon the exercise of its powers or the 
discharge of its duties under the Act. 

STATE AID TO INDUSTRIES ACT 

To supply the financial needs of small and medium 
sized industrial units and also of the cottage industries, 
there is in operation in most of the provinces of India 
the State Aid to Industries Act. It empowers the provincial 
department of Industries to grant loan to these institutions. 
The Act, in many of the provinces, has not been able to 
achieve the desir^ object. In many cases, the number of 
concerns that deserve credit has been found to*be small. 
Inability to assess rightly the credit-worthiness of the 
applicants is another cause of failure. Experience of the 
working of the Act revealed the futility as well as the 
dangers associated with the procedure. 

There are some other financial institutions in the 
country which indirectly help the industrial institutions in 
the matter of finance. These are the stock-exchanges. 
Investment Trusts and Fixed Trusts. The part they play 
in the matter of Industrial Finance will now be examined. 

STOCK EXCHANGES a 

Stock exchanges are orgnanisations of capital providing 
facilities for speculation and investment. They provide a 
free market where securities can be purchased and sold at 
any time during the business hours of those institutions. 
Joint-stock companies have to comply with the conditions 
of the stock merket concerned, to have the privilege of 
getting their securities dealt with in that market. Generaly, 
every new company after incorporation, applies to the stock 
exchange authorities for the necessary permission, which is 

14 a. Stock Exchange discussed in detail in chapter XXII 
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generally granted if the conditions as laid down by the 
exchange are complied with. Each exchange has its own 
rules in this matter. 

It would have been difficult for even the best industrial 
unit, nay, even for the Government or semi-public bodies 
such as Port Trusts or Municipal Corporations, to get 
their issues and loans subscribed, had there been no 
facilities for the sale of securities by the holders who 
want to dispose of them in times of necessity and thus 
obtain ready money whenever they need. It is the stock 
exchange which offers such facilities. In thus offering 
facilities for mobilisation of capital, it helps industrial 
institutions in the acquirement of their capital. Another 
beneficial feature resulting from the activities of expert 
speculators in a morden stock exchange, is the elimination, 
as far as possible, of the risk involved in the possession of 
securities, whether industrial, government, or public 
bodies. 

INVESTMENT TRUSTS 

Investment trusts are public limited companies with a 
very large capital. The capital which this institution 
secures by issuing securities to the public is again invested 
by the company in shares and debentures of various other 
concerns, preferably industrial. The trust generally buys 
securities of well-established industrial units which are 
actually paying a good dividend. The investments of the 
trust are also widely diffused over various industries so 
that the risk is distributed over a wide area. This wider 
diffusion of investment, combined with a proper selection 
of securities, reduces the chances of loss to the lowest 
possible limit. The principle followed is the application of 
the common proverb, ‘ Don^t put all your eggs in the same 
basket.’^ It will be unusual to expect that all the 
investments will turn out bad or that all the companies 
whose securities the trust has purchased will fail at the 
same time. Some may be passing through bad days giving 
either no dividend or a very low dividend, while others 
may give a high dividend, so that on an average the trust 
can expect to get a regular flow of return from these 
investments. This return from the investments is again 
distributed as dividend amongst the shareholders of the 
trust, after deducting all the expenses of management. 
Sometimes, the trust may make a profit from the capital 
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appreciation of its holdings, which will augment its profits* 
These institutions also do underwriting business; sometimes 
they may buy securities of a new company, because of the 
reputation of the promoters. The last two activities 
directly help the industrial units in the matter of finance. 

Investment trusts are very helpful to private 
individuals willing to invest their money in industrial 
securities or Government securities, especially individuals 
of small means. A private investor has neither the time 
nor the energy, nor often the capacity, to make the 
investigations necessary to ascertain the real worth of the 
security in which he wants to invest. The trust, on the 
other hand, if managed by expert industrialists and 
financiers can do it or if necessary, it can engage experts to 
do it and make investments in good securities. This 
undoubtedly helps the investing public by providing them 
with opportunities of good investment. A man of small 
means willing to invest, has the advantage of distributing 
the risk attached with investment over a wide area, which 
advantage was not there before these trusts came in. These 
institutions also have the effect of creating an investment 
habit among the public, a thing which is very desirable, 
especially in a country like India. The growth of 
investment trusts should therefore be encouraged. One 
important thing to be noted in this connexion is that these 
trusts, if they want to encourage investment habits among 
men of small means, must issue shares of small denomina¬ 
tion so as to be well within their means. 

One must not be oblivious of the drawbacks of this kind 
of business units. It has two great defects. One is inherent 
in the organisation itself. A shareholder of an investment 
trust does not know in what kind of securities his money is 
invested. This is because the Board of Directors of the 
institution may change the investment at any time they 
like, to increase the profit of the trust or to safeguard its 
interest. There is no obligation on the part of the manage¬ 
ment to make it known to the public or to their share¬ 
holders. 

The other defect arises only when the people in charge 
of the management of the trust do not act in good faith. 
Some unscrupulous directors of the trust may invest its 
funds in buying the securities of such companies in which 
they are interested, irrespective of whether these 
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investments are good or bad, or they may unload some of 
their bad shares on to the trust. This makes it clear that 
if the trusts are in charge of unscrupulous persons, 
investors will lose their money and this in its turn will 
affect prejudicially investment in industrial securities. This 
means a set-back to the country's industrial progress. 

Owing to the unscrupulous activities of their directors 
many investment trusts in America closed their doors. 
But people in America realised the benefit that this kind of 
institution brings, and so they created another kind of 
organisation known as ‘ Fixed Trusts ’ which tried to 
retain all the merits of an investment trust, at the same 
time removing the drawbacks mentioned above. 

FIXED TRUST 

These are formed by persons known as promoters as 
a proprietary or partnership concern. They buy a fixed 
number of securities of some industrial concerns fixed in 
advance. Generally each fixed trust specialises in a parti¬ 
cular class of industrial securities so that we may have fixed 
trusts dealing in shares of Coal Companies, Gold Companies, 
Railways, Banking Companies, Insurance Companies, Sugar- 
Mills and so on. All the shares thus purchased comprise what 
is known as ‘ unit ^ The certificates of these securities are 
handed over to a board of trustees, generally banks of repute 
or insurance companies in which the public has confidence. 
These certificates being physically in the hands of trustees 
who are disinterested and respectable parties, the promoters 
of the concern cannot change the investments at all during 
the life-time of the trust. Thus the investments are fixed 
once for all and under no condition can they be changed. 
The lifetime of the trust is also fixed in advance. Many 
trusts were formed to operate for a period of twenty years 
on an average. Because the investments are fixed and also 
the longevity of the trust, these institutions are known as 
fixed trusts. The promoters, after the firm is formed, are 
known as managers, as they manage the concern. As the 
investments are fixed once for all, and cannot be changed, 
there is no scope for unscrupulous persons to act in the way 
that we saw in investmet trusts, prejudicial to the interest 
of the investors. In addition to this, investors have full 
knowledge of the shares of the companies in which their 
money is invested. Investors are offered sub-units which 
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are divisions of the * Unit \ Each * unit ^ is divided into a 
large number of small sub-units in order to give an 
opportunity to a man of small means to invest. The price 
of the sub-units, on the basis of which they are sold to the 
investing public, is worked out by the managers on the 
daily stock exchange quotations of the underlying securities, 
plus a ‘ loading * charge calculated to be sufficient to provide 
for preliminary expenses, the profits of the promoters, 
clerical and other running expenses and the professional 
remuneration of the trustees and managers. These charges, 
collectively known as ‘ loading charge, * are paid by the 
sub-unit holders only once and the dividends as received by 
the managers on their underlying securities, are distributed 
to the sub-unit holders without further deduction. 

These institutions were started in the English capital 
market in 1931 and within a few years, their numbers 
increased considerably showing thereby how investors took 
the opportunity offered by this kind of investment. It 
suited the taste of each individual investor, as he can 
choose to invest in the sub-units of that trust whose under¬ 
lying securities are to his liking. While coming to Great 
Britain these fixed trusts underwent some change during 
their long voyage across the Atlantic. They adopted 
modifications to extend the boundaries of managerial 
discretion to cover almost every imaginable contingency. 
The Britishers never agreed with the Americans in the 
view that the value of a fixed trust was likely to be at 
maximum when the element of manegerial discretion is 
completely eliminated. In Great Britain, managers are 
now given some power to change the investment, within the 
list originally selected, under certain conditions. So these 
institutions came to be known as “ Flexible Trusts 
Anyway ‘ * the movement appears to be approaching a stage 
at which fixed trusts will be fixed only as regards their 
intial choice of securities and the extent to which their 
managers can exercise powers of substitution, as distinct 
from mere replacement of securities during the life of the 
trust 


15. Economist: Fixed Trust Supplement 1935. (Apr. 6th.) 
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APPENDIX TO CHAPTER VIII 
[Specimen of a Debenture^ 

.COMPANY LIMITED 

{Incorporated under the Indian Companies Acty 1913) 
Authorised Share Capital Rs. 25,00,000/- 
Divided into 150000 Ordinary Shares of Rs. 10/- each and 
10000 six per cent (tax free) cumulative Preference 
Shares of Rs. 100/- each. 

Issued Share Capital 110000 Shares of Rs. 10/- each and 
10000 six per cent (tax free) cumulative Preference 

Shares of Rs. 100/- each making together Rs. 21,00,000/-. 

Issue of Rs, 5,00,000 (^Rupees five lakhs) Mortgage Debentures 
carrying interest at 5 per centum per annum payable half yearly on 
the 30ih day of June and 31sf day of December divided into 500 
Debentures of Rs, 1000/- each numbered 1 to 500 inclusive all ranking 
pari passu. Such issue is made under the authority of Clauses 62 to 
64 of the Articles of Association of the Company and in the exercise 
of all other powers thereunto enabling the Company, 


No. DEBENTURE Rs. 1,000/- 

1.Co. Limited hereinafter called the (“Company’^) 


will on the 31st day of December. or such earlier 

day as the principal moneys hereby secured become 
payable in accordance with the conditions endorsed 
hereon, pay to the bearer of this Debenture on presentation 
and delivery up of this Debenture the sum of Rs. 1,000/- 

2. The Company will during the continuance of this security 

pay interest on the said principal sum of Pvs. 1,000/- at the 
rate of 5 per centum per annum by half yearly payments 
on the 30tli day of June and 31st day of December in each 
year (the first of such half yearly payments to be made 

on the 30th of June.19... against presentation and 

surrender of the interest coupons hereto annexed as they 
severally mature. 

3. The payment of such principal moneys and interest is 

secured by the Trust Deed mentioned in the conditions 
endorsed hereon. 

4. This Debenture is issued subject to and with the benefit of 

the conditions endorsed hereon which are to be deemed 
part of it. 

Given under the Common seal of the Company this 
...day of. 19.... 

The Common seal of the Company For and on behalf of the 

was affixed hereto in the ...Co. LIMITED. 

presence of two Directors. ... 


Directors. 
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THE CONDITIONS WITHIN REFERRED TO 


1. This Debenture is one of series of Mortgage Debentures 
issued or to be issued by the Company in like form for securing 
in the aggregate the principal sum of Rs, 5,00,000/- (Rupees Five 
lakhs) in denomination of Rs. 1,000/- and shall be transferable by 
delivery, 

2. The Holders of all the Debentures of this series will be 
entitled pari passu to the benefit of and subject to the provisions of 

a Trust Deed dated the ...th day of.19...and made between 

the Company of the one part and (1).(2). 

and (3).therein described (hereinafter called “ the 

Trustees of the other part whereby the Company has mortgaged 
its lands, buildings, plant and machinery in India in favour of the 
Trustees for securing the payment to the Holders of the said 
Debentures of all principal moneys and interest secured thereby 
as in the said Trust Deed provided. 

3. The Company may pay ofi* all or so many of the Debentures 
as the Company may think fit at any time on giving not less than 
three months’ previous notice by advertisement. Such advertise¬ 
ment shall be given in the manner mentioned in Clause 11 of the 
Conditions. If all the Debentures shall not be intended to be 
redeemed at one and the si me time the particular Debentures to be 
so paid off shall be determined by drawings which the Company 
will cause to be made at its registered office for the time being. 

4. Such drawings as are mentioned in the last condition shall 
be made in the presence of a Notary Public not less than 15 days 
before the date of which the Debentures are to be redeemed and the 
holder of this Debenture will be entitled to attend at any such 
drawing, and on such drawings and payment of the Debentures 
drawn with interest ihereon to date of payment all further interest 
of such Debentures shall cease and the remaining coupons with the 
Debentures shall be returned to the Company. 

5. Forthwith after each drawing notice shall be given by 
advertisement as aforesaid of the numbers of the Debentures drawn 
for rc‘demption. 

6. Annexed to this Debenture are...Coupons’*' each providing 
for the payment of the periodical interest and each periods’ interest 
on this Debenture will be payable only on presentation and 
delivery up of the coupon relating thereto. 

7. The principal moneys and interest hereby secured will be 
paid at the Registered Office of the Company. 

8. Delivery to the Company of this Debenture shall be a good 
discharge for the principal moneys hereby secured and delivery 
to the Company of each of the interest coupons hereto annexed 
shall be a good discharge for the interest thereon respectively 
specified. 

* Specimen of a coupon is given. 
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9. This Debenture is to be treated as transferable by delivery 
and all persons are invited by the Company to act accordingly. 

10, The principal moneys hereby secured shall immediately 
become payable if the security constituted by the said Trust Deed 
shall become enforceable ana the Trustees by notice in writing to 
the Company require payment of the Debentures of this series. 

11, A notice may be served by the Company on the holder of 
this Debenture by advertising the same twice at least in not less 
than two English and two Vernacular daily newspapers circulating 
in the city of Calcutta, and any notice so advertised shall be 
deemed served on the day on which the first of such advertisement 
appears. 


Specimen of Interest Coupon 

.Co. Ltd. 

Debenture No. 

Interest Coupon No. 1 for Rs.... 

Interest due on the SOthe day of June.19...and 

payable at the registered office of the Company. 

Rs.... 

Managing Director. 





CHAPTER IX 
COMBINATIONS 

GROWTH OF COMBINATIONS 


The jointstock form of company organisation has 
served and is still serving the needs of commerce and 
industry, especially in the matter of providing facilities for 
the moblisation of a large amount of capital, as the 
enterprise flourishes and expands. But with the develop¬ 
ment of industries within the country, as well as in other 
countries of the world, there arose the necessity of develop¬ 
ing some sort of technique in organisation. The supply of 
capital and efficient managerial ability are not by them¬ 
selves sufficient for the development of industries in the 
national and international spheres. The industrial develop¬ 
ment in different parts of the world, combined with the 
tendency of different countries to become as far as possible 
economically self-sufficient, has been responsible for 
competition in the international field. In the national field, 
one unit is trying to oust the other from the market in 
order to maximise its own profits. The result is severe 
unhealthy competition leading ultimately to disastrous 
consequences. Unrestricted growth of business units, leads 
in many cases to production not balanced by an increasing 
effective demand. As each country develops its industry 
and commerce, it feels increasing difficulty in producing 
and marketing the goods successfully, unless further expen¬ 
sive research is undertaken in both the directions. Such 
research must be undertaken on a joint basis, as such 
research is almost always beyond the capacity of any 
mdividual unit. The result of such joint research must be 
pooled and exchanged. ^All these result in the growth of 
combinations in the national and international spheres. 
Industrialists have realised the , necessity of combining 
together in very many ways and for very many purposes, 
such as controlling prices, production, raw materials, 
markets and profits. Combinations thus may be thought of 
as the children of economic necessity, but their form and 
mode of operation have been determined by the special 
needs of promoters in each industry and each country, the 
facilities or obstacles existing there, and the economic 
conditions of each national market. England with her well 
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established export trade, and having a great colonial empire 
and an extensive network of financial relations, felt less the 
necessity of combinations, owing to the factors just 
mentioned acting as a safety valve for over-production, 
whereas in the U. S. A. and Germany, the absence of such 
facilities partly acted as an impetus for the growth of 
combinations ; U. S. A. with its trusts and Germany with 
its cartels exhibit the typical forms of the two large 
categories of agreement in which all others can be placed. 

Governments in many countries have shaken off thein 
old ideas of remaining silent spectators in the matter of the 
industrial and commercial development of the country. 
They too are now taking part in the combination move¬ 
ment. The assistance lent by the British Government to the 
Iron and Steel industry, in conducting negotiations with the 
International Steel Cartel, is a case in point. The passing of 
legislative measures like the Anti-Trust Law in U. S. A. is 
another kind of intervention. Governments have realised 
the importance of intervening in this matter to protect the 
consumers against the harmful monopolistic practices of 
big combinations. Their intervention is also necessary for 
an all-round development of industry and commerce in the 
country and to preserve the efficacy of their own commer¬ 
cial agreements, such as are now so common between 
different countries of the world for better development of 
international trade. The absence of intervention in this 
sphere may, in many a case, run counter to agreements 
made by them. 

It is worth mentioning here how the Coal Mines Act of 
1930 in Great Britain resulted in the cartelisation of thA 
mining industry. Under this, the industry was obliged to set 
up bodies for controlling output and prices and for distribu¬ 
ting quotas of production among the various mines, based 
mainly on past performances. Later, with Government 
encouragement, sales syndicates were set up with centra¬ 
lised control of the sale of the output of the mines. Coming 
to our own country, we find how all the sugar-producing 
units in Bihar and U. P. were compelled to join the Indian 
Sugar Syndicate Limited. 

Combinations in the industrial or commercial field 
cannot be considered to be of modern origin. Combinations 
in some form or other were there even before the days of 
the industrial revolution and the guilds of early days are 
examples of this. 
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DIFFERENT TYPES OF COMBINATIONS 

♦ 

When we speak of combination in industry we think of 
the combination of different units as distinguished from 
combinations of natural persons such as partnership or joint 
stock companies, which are known as simple combinations. 
The former type is known as a compound combination—a 
combination of artificical persons. This type m ay be 
divided into simple associa tio ns, federation s and consolida- 
tions . Consolidation may further be subdivided into partial 
and complete types. 

I All combinations may again be divided into horizontal/ 
/(trade) combinations and verti cal (industry) comBinations.^ 
Horizontal combinations ffiTeTOTmed to eliminate competi¬ 
tion, to secure economics of large scale management, by a 
combination of different units engaged in the same line of 
business or in the same plan or stage of production. Here, 
the combination is of the u^xits, which before the formation 
of combinations were competing side by side. Such combi¬ 
nations tend towards market control. A vertical combi¬ 
nation is where different units usually ^working on 

s uccessive plane or stages of production, mtiit e together. 
Here the idea is to have all the stages of production, from 
the raw material strge to the finished product, being carried 
on in one unit. The units combined stand end to end so 
that the finished product of one becomes the raw material 
of the other. This, no doubt, gives full scope to derive all 
the benefits of large scale production ; but it also makes it 
possible for the coznbined unit to be independent of the 
market, especially to a very large extent as regards the 
supply of raw material, ji¬ 
lt does not mean that both the objectives, the control 
of the market and to be independent of it, are obtained to 
any large extent as is supposed. The United States Steel 
Corporation, although it owns what are certainly the 
best mines for coking coal and the most important deposits 
of iron ore, and embraces all stages of manufacture up to 
the finished steel products, although it has, moreover, the 
closest financial relations with important railway lines, it is 
nevertheless dependent upon the open market at all stages, 
as both buyer and seller, and its share in the total steel 
production of North America has very considerably 
diminished since its foundation. That the many * trusts ^ in 
the United States, which, through vertical and horizontal 
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combinations seek to lower the cost of production as far as 
possible, have all failed to establish monopolies is proved 
by the. mere fact that there are several of these huge organi¬ 
sations existing side by side in almost every branch of 
industr])^ 

One question naturally arises: do es integration^ in 
in dustry le^d to tr ade combination The answer is in the 
a^rmative. Integration in industry does offer an oppor¬ 
tunity for the concentration of power in the integrated unit, 
resulting in a more highly concentrated and dangerous 
competition. If the purpose of intergration is to derive a 
monopoly, then how can it be attained with rivals remain¬ 
ing in the field ? Even if the idea is to control the sources of 
raw material ultimately without a monopoly, this too 
cannot be achieved. All this leads us to conclude that 
industry combination is likely to lead to the creation of 
circumstances favouring parallel combination. 

Combinations have also been classified a s direct an d| 
indirect. Combinations which arise as a result of tiiel 
normal evolutionary process are known as direct; indirectI 
combinations are those which come into existence as aC 
result of abnoT'mal market conditions. 

Another classification suggested is aggressive and 
defensive, the latter is also known as remedial. As the 
namr^ suggests, the former kind of combination implies on 
the part of the combining units or the new unit a desire 
to invade a new market, the latter implies a combination 
on the part of those whose market has been invaded to 
defend themselves. It may also be due to a desire pn the 
part of the combination to get over some diflBculties spch 
as overproduction or abnormal market conditions. 

CONDITIONS FAVOURING COMBINATION 

Vaious types of compound combinations are occasioned 
by many conditions which may broadly be classified as 
subjective and objective. By subjective conditions we mean 
the natural desire on the part of units to combine together, 
whereas by the latter is meant the factors which make 
possible the realisation of the desire to combine. These 
factors may be put into three categories, being the factors 
affecting (a) formation (6) operation and (c) stability. 

1, Cartels and Combines by Dr. Kurt Wiedenfeld, published by 
the League of Nationsi page 9, 

1393_1? 
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Factors affecting formation are the following : (a) the 

number of units desirous of combining together musr"^ 
" few.- The greater the number, thei., greater the divergence 
df opinion among the units over various matters concerning 
the combination, and the greater will be the diflB,culty in 
coming to a decision acceptable to all. (6) The members 
combining together should be of equal competing strength, 
as there cannot be a real combination between a strong and 
a weak unit. A combination between two such units will 
not be a combination in the true sense of the term, but 
will only mean domination by the stronger over the 
weaker firm, and thus there is every possibility of having 
a rupture as soon as the weaker obtains a stronger foothold, 
(c) The uniformity in the product of the firm is another 
factor. It is self-evident that a firm dealing in quite 
different types of products cannot have a common interest ; 
a cotton mill and a pottery concern cannot have a common 
interest. And in the absence of any common interest 
between the combining units, there cannot be an effective 
lasting combination between them, (d) The availability of 
capital is another factor. It is clear that greater capital 
will be required either to buy up the interest of dissentient 
members or to enlarge the activities of the combined 
units, (e) The different combining units must be near each 
other. This proximity of firms will facilitate taking of 
quicker decisions in the matter of combinations. In these 
day^ of world-wide communicatioa fncilities provided by 
telegraph, telephone, and radio, and quicker methods of 
transport by high-speed aeroplanes, this factor seen s to 
have lost much of its importance. 

All these factors facilitating the formation of combina¬ 
tions cannot and need not be present to the same extent. 
But they must be there, some to a greater and some to a 
lesser extent, for bringing a combination into existence. 

The factors facilitating the operation of a combination 
are (a) the creation of economies. A combination cannot be 
lasting unless it results in showing some economic 
advantages to be derived either by the combined unit or by 
its different members. If no economies are derived wherein 
lies the necessity of combining together ? The possession 
of some differential advantage on the part of the combined 
units or of their members will also facilitate operation. 
If the combined unit derives some special advantage over 
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the others, or if some advantages accrue to the different 
units who have combined, owing to ? he formation of the 
combination, then this will, in addition to facilitating 
successful operation of the combination, create a desire on 
the part of others to join the combination. 

(b) Tariff is another factor which affects the operation 
of a combination. Some think that the removal of 
tariffs, by strengthening foreign competition, would tend 
to bring about the formation of combines. The League of 
Nations industrial experts asserted that ^‘It is tariff proctec- 
tion, which though not the sole factor in the case, often 
facilitates the establishment of national industrial agree¬ 
ments.^^ Protective tariffs indirectly influenoe the formation 
and operation of combines. The imposition of a protective 
tariff by any country diminishes the area of free markets. 
Behind the shelter of the tariff (which may be in the very 
beginning simple protection but after some time turns out 
to be overprotection till the duty is revised) the impulse for 
investment in the home country overshoots the mark, and 
soon a situation arises when cut-throat competition ensues, 
and ultimately the necessity for a defensive combination 
arises. This is very well illustrated from our sugar industry. 
Looking at the negative effect of protection we note 
practically the same thing. There is over-capitalisa¬ 
tion in the market outside the tariff wall, as there is 
diminution of the market for the existing producers and 
this intensifies competition and leads to the formation of 
combines in the area outside the tariff wall. Such a 
combination may turn out to be of aggressive type. 

The stability of a combination depends upon the moral 
consciousness of the parties to it—that common conscious¬ 
ness which prompted them to combine together. It must, 
after all, rest upon the members^ honour and morale. The 
introduction of any sort of penal clause in the combination 
agreement will mean that breach of discipline is tolerated, 
and such breaches will be there whenever any member 
finds it is worth the sacrifice of the penalty. On the other 
hand, the absence of any such clause may lead to a stronger 
discipline, breach of which will nwtot ^ breach of honour 
and censure by other members. 
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SIMPLE ASSOCIATIONS 

The first type of combination that we come across 
under compound combinations is the simple association. 
Here, the different units, without prejudicing their 
individuality in any way, come to some sort of common 
understanding, either express or implied, regarding 
various conditions of trade such as term of credit, discount, 
methods packing, shipping, advertising, transportation, 
labour supply etc. Such combinations never try control the 
output or price in any way. They also go by the name of 
simple agreements or gentlemen’s agreements. The various 
trades associations, such as Chambers of Commerce, of either 
unitary or federal type, associations affecting a particular 
industry or trade (such as the Indian Sugar Mills Associa¬ 
tion, the Manufacturers Association, the Wholesale Dealers 
Association, etc.) also come under this category. Combina¬ 
tions of this type are unitary and rest on a contractual 
basis. Some of them have formal character; others not. 
They are easily formed and easily dissolved. One should 
not think that this kind of combination is not strong enough 
to wield any power. Not only do some of the simple 
associations wield great power, but some of them have 
proved to be more permanent than the so-called higher 
type of combinations. In fact a Gentlemen’s Agreement, 
sometimes without any legal force, ensures the co-operation 
of several undertakings in an enormous number of cases, 
quite as effectively as a full-fledged contract concluded with 
legal forms ”.2 


CHAMBERS OF COMMERCE 

In this connection, we may first consider the Chambers 
of Commerce. These are voluntary associations of 
merchants, brokers, bankers, industrialists e<c., of a 
particular region, to promote the common interest of all 
the members. These organisations are generally formed 
on a regional basis, and each institution in protecting the 
interests of its members, tries to foster the growth and 
development of the commerce and industry of the region 
in particular and the country in general. 

In India, Chambers of Commerce were first established 
by the Englishmen in the three port towns of Calcutta, 

2, Cartels and Combines by Dr. Kurt Wiedenfeld p. 8 
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Bombay and Madras. The Bengal Chamber of Commerce 
(founded in 1834), the Bombay Chamber of Commerce and 
the Madras Chamber of Commerce (both founded in 1836) 
in their early days made thorough surveys into marketing 
possibilities of English made consumer goods, especially 
textiles, in India. They acted as clearing houses of informa¬ 
tion.^ Their activities were in no small way responsible 
for the decline of our handloom industries. 

Later on chambers of commerce were established by 
different groups of people in the above three centres as well 
as in other business centres of India. Many of the 
Chambers of Commerce are registered under Sec. 26 of the 
Indian Companies Act as institutions of a non-profit sharing 
character. Some are registered under the ‘ Societies 
Registration Act. 

An analysis of the function of these bodies shows that 
in addition to the ultimate aim mentioned above they 
render many services such as the maintenance of a high 
standard of int^rity and commercial conduct among their 
members, provision of commercial and industrial statistics, 
provision of assistance of legal nature, performance of some 
administrative service such as issuing certificate of origin, 
provision for arbitration and settlement of disputes, 
provision for advice of (a) general nature as to business 
methods, (6) particular nature, such as offering legal advice 
and expert opinions in industrial cases. They also formulate 
policies and make representations to the Government 
regarding domestic legislation affecting commerce, foreign 
tariffs and regulations, and other matters of common interest 
to their members. 

The activities of these associations and the influence 
which they exercise, depend to a great extent on the stand¬ 
ing of each organisation. Some of these institutions, such 
as the London Chamber of Commerce, and the Bengal 
Chamber of Commerce, organise examinations leading to 
the award of diplomas on commercial subjects and provide 
libraries for the benefit of their members. Some Chambers 
of Commerce are given representation in the legislatures, 
depending on their status and importance. 

3. Studies in Indo-British Economy Hundred years ago— 
by N. C. Sinha. 
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Regional Chambers of Commerce are federated into a 
central body; in India we have the Associated Chambers of 
Commerce; the federation of Indian Chambers of 
Commerce; in England the Association of British Chambers 
of Commerce. 

In France, in the old days, town councils combined 
both municipal and commercial functions. Later on, they 
have come to be regulated by law which gives them an 
official status. They can only be established by a decree of 
the Minister of Commerce, such decree being given under 
certain conditions. Their functions are consultative and 
administrative, such as the control or management of 
public commercial institutions including inland waterways, 
port and horbour works, and the maintenance of bonded 
warehouses. 

In Germany, Chambers of Commerce were more 
autonomous and independent than those operating in 
France. They had indeed an official character but were 
not a corporate part of the Government organisation. Their 
activities might be divided into two groups (a) duties 
imposed on them by statute laws and (6) voluntary duties. 

THE INDIAN JUTE MILLS ASSOCIATION 

Another example of a strong, effective and stable 
simple association is the Indian Jute Mills Association. It 
was first constituted on the 7th July 1884 as the Indian Jute 
Manufacturers Association, with the object, among other 
things, of fixing selling price and regulating production by 
voluntary agreement among the various mills. The first 
voluntary short-time working agreement was entered into 
by all members, with the exception of one, on the 15th Feb. 
1886y the agreement to run for six months in the first 
instance, but renewed at intervals without a break, up to the 
15th Feb. 1891. Measures to restrict output in an indirect 
way like this, were also taken now and then since that date, 
but the period 1930-40 is the most important one in this 
respect. On the 25th July 1902 the name of the association 
was changed to the Indian Jute Mills Association. In 1940 its 
membership stood at 73, including all but 11 of the smaller 
mills of India, the latter collectively representing only 
5 per cent of the total loom strength. The aims and 
activities of the association has been extended considerably. 
There was a time when it took a great active interest in the 
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politics and administration of the province, and its 
influence can be judged from the fact that this body, in 
addition to sending two members to the Bengal Legislative 
Assembly from a constituency formed by them, sends 
members annually to represent them in official bodies like 
the Railway Rates Advisory Committees, the Indian 
Central Jute Committee and the Bengal Boiler Commission. 
The Association has taken, and is taking, also considerable 
interest in the municipal and social affairs of the region. 
The Association is also taking a great part in the promotion 
of research in the production and marketing of jute. 

"federations 

The types of combinations coming under ^‘federations^ 
are (a) Pools and (6) Cartels. This type is supposed to be 
more effective than the previous one. The different units 
which combine retain their autonomy but with regard to 
certain aspects of their activities effecting their common 
interest, they join together for the maintenance and 
furtherance of such interests. Pools and Cartels are of a 
voluntary type and rest on contractual basis. 

■i^OOLS AND CARTELS 

A Cartel is defined as a “ voluntary agreement between 
independent enterprisers of similar type to secure a 
monopoly of the market. They are essentially associations 
with monopolistic aims.^ A Pool, on the other hand, 
has no such aims. It is defined as “a form of business 
organisation established through federation of business 
units whose members seek a degree of control over prices 
by combining some factor in the price-making in a common 
aggregate and apportioning that aggregate among the 
units. ^ Thus the object here is to control some price¬ 
making factor, either the demand side or the supply side. 
The control of the former is practically beyond their 
power (it can be affected to a very small extent by a 
thorough advertisement campaign). On the supply side 
they may control the output by fixing either directly or 
indirectly the amount to be produced by each. Indirect 
control of output is attained by division of i the market. 
Generally, when the market is divided, a particular area is 


4. Modern Industrial Organisation by Von Beckereth p. 211, 

5. Business Organisation and Combination by Haney p. 165. 
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left out, known as *the neutral area\ where every member 
is allowed to sell. The market is also divided by what is 
known as the ‘‘ basing point system under which the 
territory is roughly divided by so fixing prices that the 
manufacturers nearest given points have an advantage in 
selling there. 

The aggregate relating to output or market is thus 
divided according to some agreed basis, thus giving rise to 
output pool and market jpool, according as output or 
market is pooled. T'KSre is also a type known as the 
* traflSc pool ^ which gets its name from the fact of transport 
agencies, mostly railways pooling their traffic with respect 
to those tracts which can be or are served by different 
authorities, and then sharing the income arising out of this 
pool on an agreed basis. This avoids undesirable competi¬ 
tion. It is clear that the output pool tries to get over the 
difficulties of over-production, and the market pool over 
those of undesirable competition, though of course the 
latter type has also the power to avoid over-production in 
an indirect way. We also come across the ‘ income pool ^ 
and * profit pool \ In the case of the former, the income 
of the different units is pooled, while in the case of the 
latter, the net profit is pooled and then divided among the 
members on a prearranged basis. 

As has been remarked previously, cartels are formed 
with monopolistic aims. The desire to increase profits may 
not be always there in the formation of cartels. Different 
units may join together to prevent the falling of profits below 
a certain level. Cartels are of different types. Von Beckereth 
has classified them under six heads. 

(а) Price Fixing ;—Here the different units are asked to 
sell not below a specified price level. The price may 
be fixed directly or indirectly. The prices fixed are 
periodically revised. 

(б) Term fixing :—This regulates the terms of sale of the 
different units, suoh as the rate of discount, the period 
of credit given, the method of packing and insuring. 

(c) Assignment of customers :—In this case, the whole of 
the market is divided, and each one of the units is autho¬ 
rised to sell only in the market alloted to it. It is akin 
to a market pool. 

(d) Zone Cartel :—This is also a division of the market 
among the units, but this name is given specially to 
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the division of the world market by those cartel organi* 
sations which are international in character. 

Mention may be made here of shipping rings and 
conferences, and attention may be drawn to the agree¬ 
ment between the British India Steam Navigation 
Company Ltd., and the Scindia Steam Navigation 
Company Ltd. In inland navigation also we find the 
existence of freight agreements, such as the one exis¬ 
ting between the India General Navigation and Railway 
Co, Ltd., The River Steam Navigation Company Ltd., 
the Bengal Assam Steam Shipping Co. Ltd., and East 
Bengal River Steam Shipping Ltd., regarding the 
carriage of jute from the inland centre to terminal 
markets. By virtue of an agreement with the Indian 
Jute Mills Association and the Calcutta Baled Jute 
Association, these steamship companies enjoy the 
exclusive right of carrying jute by waterways for the 
members of these associations. They are therefore 
known as, the “ Agreement or “Conference*^ 
companies. 

(e) Quota fixing :—Here, the different units are allowed to 
produce a particular amount on the basis of the average 
production and sales of some previous years. Quota 
may also be fixed indirectly by the allotment of sales. 
The activities of the International Tea Committee may 
be cited here. This committee regulates tea exports 
from India, Ceylon and the Dutch East Indies, by means 
of quota expressed as a percentage of the exports in the 
basic year 1931. The three countries also conduct 
co-operative development advertising, financed by a 
levy on all tea produced. In 1934 the committee 
reached an agrement with other minor tea-producing 
countries of the world. 

(f) Syndicates :—These are considered to be the highest 
type of cartel organisation. It is here that we first find 
the existence or emergence of an organisation with a 
definite legal personality. The previous instances are 
merely cartel agreements. A Syndicate is the special 
organ created for the purpose which controls distribu¬ 
tion among the members of the total supply, or of the 
total demand, or of total profits. In most cases it is the 
total supply that is controlled. Various units sell their 
products to the sydnicate at what is known as the 
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* taking-over price ^ or * accounting price \ which is 
higher than the base price. The latter, in fact, means a 
competitive price which just covers the cost of 
production. The sydnicate then sells to consumers at 
a higher price, while member units are not allowed to 
sell directly to the consumers. The profit realised by 
the sydnicate at the end of the accounting period is 
distributed among a the members on an agreed basis. 
Thus, this affords the producers who are members 
of the syndicate, some sort of screen from the public 
jealousy of monopolies, as it conceals the monopoly 
dividends. A syndicate also gives the cartel organisa¬ 
tion a greater stability which is not found in other 
types. In this connexion, mention may be made of 
the Indian Sugar Syndicate Limited. It has official 
recognition though for some time such recognition 
was withdrawn.* The Cement Marketing Company 
of India Ltd., is another example, where we find that 
cement manufacturing companies within its member¬ 
ship had their sales and distributive activities handed 
over to the Syndicate on a system of quotas based on the 
stated capacity of each company. Of course in 1936, 
Associated Cement Companies came into existence, 
when some drawbacks of the former institutions were 
revealed, and this new institution with the voluntary 
amalgamation of as many as eleven cement companies 
was a complete fusion. Combination in our cement 
industry affords a good example of successful defensive 
combination. 

PRESENT DAY TENDENCY OF CARTEI.S 

A persual of different types of cartel organisation 
brings into clear relief the fact that these are mostly 
associations of producers of some commodity, offering their 
goods to the purchasers. They are generally combinations 
of the horizontal type. All the different types of cartels are 
more or less connected with the problems of marketing 
which affect them all. In fact, cartel organisations may be 
considered as examples of the concentrated integration of 
the marketing process. They make arrangements for 
marketing their products by eliminating competition 
among themselves and thus secure for themselves the 

* The syndicate is now in the process of being wound up. 
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economies of large-scale distribution. Another noticeable 
feature in this organisation is, that some cartels are 
concerned with maximising the earnings of their producers 
over a long period, by the regulation of output to demand, 
and the others by the division of the market at a given 
price level. 

/ 

'/ Cartel organisations do not give the members any 
scope to take advantage of large-scale production. Even 
though this may lower the cost of distribution, yet it may 
not prove beneficial to consumers on account of the 
participation of weaker units, whose interest the combina¬ 
tion must protect, or it may be due to the desire on the 
part of the member-units to increase the share of the profit 
of each. Thus, there is the danger of the cartel organisation 
following an anti-social policy. 

Cartels originated in Germany. In that country the 
law fostered their development. There cartels were also 
given a certain legal status. Pools, at one time, were the 
most common types of combinations in the U. S. A. 

During recent years, the policies of cartel organisations 
have changed considerably. They are not trying now to 
increase their profit by establishing monopoly rights. 
They are now taking a broader view of consumption 
possibilities in regulating output. They are making greater 
provision for research which will, in the long run, help to 
bring down the cost by evolving new technical advances, 
and this will in its turn increase the demand. The activities 
of the Cement Marketing Co., of India, and later of the 
Associated Cement Co., in this connexion, may be cited as 
an example. 

The agreements of cartels are now not surrounded by 
secrecy; on the other hand, they expose them to the 
critical light of public opinion, as they realise that secrecy 
will make both public and Government suspicious of their 
activities. The presence of many international cartel 
agreements has led to the adoption of the policy of export 
control as opposed to production control. The modern 
tendency appears to be increasingly to leave the home 
market to home industry, and to extend control only to 
the international export market. In this connexion, we 
may cite the activities of (a) The International Steel 
Cartels, formed in 1933, which allotted to each of the 
participating countries a percentage quota of total exports 
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of the various products. (6) The International Rubber 
Regulation Committee, which began functioning in 1934^ 
and which in operating the International Rubber Restriction 
scheme, fixed the exports of the participating countries 
from time to time, as a percentage of the basic quotas. 

(c) With regard to tea an agreement was entered into 
between the three principal tea producing countries, 
namely India, Ceylon and Dutch East Indies (now Indonesia) 
to restrict the acreage and export quota of each country. 
Further, export of tea seeds to non-participating 
countries was prohibited. The agreement was periodically 
renewed, subject to minor changes ; and the last of such 
was done in 1948. With the consent of the Governments 
of India, Pakistan, Ceylon and Indonesia, who are the 
members of the International Tea Committee, the 
agreement has been extended, with necessary modifications 
for a further period of five years from 1st April 1950. 

(d) With respect to sugar, an International Sugar Council 
was set up in 1931 for the operation of the Chadbourne 
plan for the joint restriction of exports and production. 
Later, in 1937, as a result of the discussion at the Inter¬ 
national Sugar Conference, a five-year agreement was 
drawn up to regulate the exports of the chief exporting 
countries and to stabilise the home production of certain 
of the importing countries. 

The present-day tendency on the part of the Govern¬ 
ment to develop trade by international industrial agree¬ 
ments has also led the Government to take active interest 
in international Qartel agreements, if for no other reason, 
at least for maintaining the efficacy of their own trade 
agreements. 


CONSOLIDATION 

Trust 

The most important type of combination coming under 
the category of complete consolidation is the Trust. This 
type of institution orginated in America. It is defined in 
its orginal sense as ‘^a combination of business units, 
established through consolidation, in which the stockhol¬ 
ders of constituent organisations, under a trust agreement, 
transfer a controlling amount of their stock to a board of 
trustees in exchange for trust certificates. The certificates 
show their equitable interest in the income of the combina- 
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tion^*. ® It is clear from the above that as a result of the 
combination a new unit comes into existence. The 
component units retain their separate entity in name only, 
or they may not retain even this much if the trust chooses 
to wind up the business of any component unit, as happened 
when the Whisky Trust was formed in U. S. A. The trust 
closed down 68 out of 80 distilleries without, in the least, 
reducing the supply. 

In trying to understand the working of a trust, it is 
advantangeous to compare and contrast it with a cartel. 
Both these types of combination have a monopolistic 
tendency, but with regard to trusts, it may be said that a 
number of firms may join together to form a single unit, 
with a view to eliminate competition among themselves 
and to compete more effectively with third parties through 
the resulting reduction of cost.*^ A trust, being a complete 
fusion, may, if it thinks fit, shut down the inefficient units, 
carry on production with the most efficient ones and take 
full advantage of large-scale production, unlike a^cartel, 
which rests purely on a contractual basis without a affect¬ 
ing in any way the independence of the participating 
members, or in any way affecting their internal 
administrative or productive machinery. Thus, there is 
greater scope in a trust for the achievement of economy in 
in production, and such economy is secured by using to 
its full capacity the machinery whose operating costs are 
smaller in proportion to the work done. In the case of a 
cartel this may not be so, and in fact it is not so on account 
of the participation of weaker units^ This is also because 
of the fact that when there is a necessity for the restriction 
of output, not a single unit, as a matter of necessity, 
can work to its full capacity. A trust, being based on 
joint ownership, is capable of producing much more 
intensive economic effects than cartels. As trusts are cases 
of comj^lete fusion, business units engaged on the successive 
stages of production may join together and so lead to a 
vertical combination. But as Dr. Kurt Wiedenfeld has 
stated, **We are not justified in generally concluding that 
combines make a better use of productive forces than the 
individual undertaking. German experience has shown that 
it is easier to form combines than to make them pay. 
In the United States, Brookings has to admit that ** for 

6. Business Organisation and Combination ; by Haney. 
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many years asscx^iated concerns have brought their share¬ 
holders less profits than were previously obtained by the 
individual units.This is also the opinion of the Federal 
Trade Commission 1940 appointed to investigate the 
concentration of economic power. It is said that 
consolidation in American business is not generally the 
expression of the desire to promote business eflBciency, as 
reflected in the reduction of production and distribution 
cost or giving higher return on invested capital or serving 
the consumer better. Even if such desire were there, 
these objectives are not always achieved. It is the consi¬ 
dered opinion of Dr. Myron W. Watkins, Professor of 
Economics of the New York University, and a recognised 
authority on mergers and consolidations in American 
business, that mergers and consolidations in American 
industry have not resulted in lowering of the production 
cost or improvement in the quality of product or 
service sold. 

Though cartel organisations do not offer scope for the 
full utilisation of fixed plants, yet they offer some econo¬ 
mies of their own. The protection which a cartel organisa¬ 
tion affords to the participating units, offers possibilities of 
securing the capital necessary for technical improvements. 
The production cost may be reduced by pooling the results 
of research and patents, though the consumers may not get 
the benefit of such reduction in cost. There are possibilities 
of obtaining extra profits, for at least some of them, as the 
cartel organisation assures the participating members a 
fixed price and an assured market. It is always possible for 
an able man to find means of evading the restrictions of the 
cartel by opening new avenues of production. The indepen¬ 
dence of the members confines the activities of the corpora¬ 
tion whithin manageable limits, unlike trusts or other 
kinds of consolidations which are exposed to the risk of un¬ 
wieldy dimensions and of bureaucratisation. 

Trusts, as they were defined in their original sense in 
America, have lost much of their original meaning. They 
were also declared illegal in the U. S. A, on the point of 
their restraint of trade during the nineties of the last 
century. Nowadays, any combination of a number of big 
industrial units, involving a huge amount of capital and 
pursuing a unified policy through centralised control with 
regard to production (and maybe distribution as well in 



COMBINATIONS 


191 


some cases) is known as a trust. The monopolistic aspects 
of such an industi'ial combination are now pushed to the 
back-ground while its organisation aspect has been put in 
the forefront. The fear of public resentment and State 
interference is also responsible for not overstraining the 
monopolistic power of such combinations. Such combina¬ 
tions are now looking more to the development of the 
technologial aspect of the problem by doing research work. 
They, by their associative measures, try to co-ordinate 
the conflicting interests and get over the danger of a chaotic 
condition resulting from overproduction. It has rightly 
been observed by Prof. Dr. Herman Levy that an “industrial 
combination may be regarded now as the expression of 
some fundamental economic law governing the possible 
alternative between free competition and the associative 
form of production. It can no longer be regarded as an 
unnatural or artificial method of industrial organisation but 
as just as organic as the system of free competition. 

Voting Trust 

Another form of trust which came into existence in 
America was the ‘ V oting Trus t L Here, the holders of at 
least a majority of the stock, place their stock in the hands 
of trustees for the purpose of voting, while they retain the 
rights of selling their interest and receiving dividends. 
The main purpose here is to see that a change in the 
composition of the holding may not affect that unified 
policy which such an organisation wants to pursue. An 
example of this kind of trust is the Pure Oil Company 
formed in 1895 in the U. S. A. 

Amalgamation and Merger 

Other examples of complete consolidation are the 
Amalagamation and Merger. In the case of the former, one 
or more companies amalgamate with another existing 
company, resulting in all losing their entity save the one 
with which they amalgamate. In the case of merger, one 
or more companies merge with another existing company. 
In almost every case of merger, the urge comes generally 
from the smaller or the weaker units to combine with the 
existing bigger one so that production or distribution or 
both, or the provision of service may be carried on efficiently 
and cheaply. As an example of merger, we can cite the 
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combination of a branch-line railway company with the 
mainline railway company to which it serves as a feeder. 
Such a combination immediately reduces the cost of service 
as it can avoid duplication of administrative personnel if 
not in other spheres. In the case of amalgamation, the idea 
is generally to strengthen the position of the combined unit 
with which other units join, or to save the existence of 
those other units. In some cases, the bigger unit may buy 
up the smaller units, thus leading towards the formation of 
* holding companies.^ Both in the case of amalgamation and 
merger, the units which combine together are generally 
engaged in the same or similar line of business, though 
the possibility of integration should not be ruled out. 

PARTIAL CONSOLIDATION 
Community of Interest 

Under partial consollidation we come across the 
^ Community of Interest ^ organisations. In this type of 
combination some shareholders become the important 
shareholders of other companies or some directors become 
the directors of other companies. Thus difierent companies 
become mutually interrelated by the presence of common 
shareholders or common directors. When such an inter¬ 
locking body of directors or shareholders do not try to 
interfere with the activities of different companies, that is, 
when no one company tries to dominate the other in any 
way, it is known as ‘ community of interest in ownership ^ 
only. It is as if they form themselves into a community. 
On the other hand, when one company tries to dominate 
the other through the interlocking directors or shareholders 
it is known as ‘ community of interest in direction,^ It is 
as if the shareholders and directors form themselves into 
one community in the matter of controlling the different 
units by their centralised control and direction. This latter 
type may be said to be the forerunner of * holding 
companies.^ The managing agency system of administration 
has some similarity to this type of combination. 

HOLDING' COMPANIES 

These are the types of combination where one company 
acquires a sufficient number of shares of other companies 
so as to enable it to control the affairs of those other 
companies, which are then known as * subsidiaries L Here, 
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the holding company and its subsidiaries, as a matter of 
convenience may be engaged in the same or similar line of 
activities. This however does not preclude the idea of the 
holding company having subsidiaries doing altogether 
different types of business. The holding company can 
follow a unified policy and control with regard to itself and 
its subsidiaries, without affecting the separate legal entity 
of any one of them in any way. This will also help them to 
eliminate competition among themselves. It will also 
enable the combining units to avoid public resentment 
against the monopolistic exploitation of consumers, as each 
unit, in the eye of the law remains separate. 

DII-FERENT TYPES OF HOLDING COMPANIES 

Holding companies are of different types arising under 
different conditions. When an already existing company 
acquires shares sufficient to control other existing compan¬ 
ies or to start some new companies under its auspices, 
then, such holding company is known as a : ‘ parent 
holding company \ When the holding company comes 
into existence after the subsidiaries have been started, i.e., 
when a number of companies join together and start 
another new company and that new company possesses 
a sufficiently large number of shares of the existing 
companies, enabling the former to control the latter 
companies, then that new company is known as an 
J offspring holding company L When the holding company 
does not try to control the subsidiaries in spite of its power 
to do so, then the holding company is known as a, J^pure 
hoWing company % signifying that the holding company is 
satisfied simply with possessing shares and the receipt of 
dividends which such possession may bring. On the other 
hand, when the holding company takes an active part in 
managing and cpptrolling the activities of its subsidiaries it 
is known as an */operating holding company \ Cases may 
arise when a holding company stands between another 
holding company, whose subsidiary it is, and other 
companies which are in the relationship of subsidiaries 
with regard to the first. In such a case, that which stands 
above all the others is known as the * primary holding' 
conyany % whereas that which is subsidiary to the 
prTmary and itself holding company with regard to the 
others below it, is known as an * intermediary^ holding ^ 
company L Suppose B and C are two independent compan* 
1393—13 
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ies, B having two subsidiaries D and E, and C having two, 
X and Y, where as both B and C are subsidiaries of A. 
Then A is the primary holding company and B and C are 
intermediary holding companies. 


A 

(Primary holding company) 


B C 

(B and C) Intermediary holding Companies 


D 


I 

E 


I 


X 


Most of the holding companies are operating holding 
companies, though superficially they may not seem to be so. 
It is by operating or controlling the activities of the 
subsidiaries that greater economies might be derived. The 
holding companies and their subsidiaries, being limited 
liability companies, have the scope of obtaining a large 
amount of capital. There is centralised control effected by 
the holding company over all its subsidiaries. There is a 
greater chance of pursuing a unified policy with regard to 
the administration of all the component unitsr'^ The 
financial strenth of the holding company is reflected in that 
of its subsidiaries. The centralised control and unity in 
managerial policy have the advantage of avoiding competi¬ 
tion among the different units without any loss of legal 
entity on the part of any one as in a trust, or witout any 
formal contractual obligation as in a cartel. As a matter of 
fact, holding companies acquire shares of their subsidiaries 
whose nature of business is almost similar to its own, with 
a view to getting rid of adverse competition. They keep 
the subsidiaries separate so that each separate unit may 
have its own goodwill. The subsidiaries are used by the 
holding companies as their agencies. This arangement 
avoids the public antagonism due to any acquisition of 
monopoly power, for such power will be hidden. In many 
cases, a big concern may find it advantageous to convert 
each of its separate departments into independent units, 
thereby creating separate goodwill for each. Or a big unit 
may start branches in different places or countries, but 
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each one of such branches is started as a separate unit 
under the law of the country where it is started. Such 
branches are able to get local sympathy, being established 
under the local law, and thus can do more businesss^ 
although such units are in fact controlled by the holding 
company established in a different place for i\s own 
advantage. Subsidiaries, being independent units, try to 
arrange for their own finances and efficient management, 
while in times of difficulty the holding company may, and 
generally does, come to their rescue. Such are the causes 
and purposes for which a holding company is formed. 

However, one must not be oblivious of the drawbacks 
of such an organisation. The first defect is that the power 
obtained by a holding company over its subsidiaries is 
enormous compared to its stake in the subsidiaries. It is 
not wrong to assert that a holding company gets power 
without responsibility. It is often possible for the holding 
company to manipulate inter-company transactions to the 
detriment of the subsidiaries. Such manipulation may 
take the form of utilising the profits of subsidiaries for the 
benefit of the holding company or transferring the loss of 
the holding company or one of its losing departments to 
its subsidiaries. 

STATUTORY MEASURES RELATING TO HOLDING COMPANIES 

Such questionable practices are not uncommon. The 
jealous way in which the holding company guards the 
secrecy regarding its own interests and the operations of its 
subsidiaries, which are generally started as private limited 
concerns, is also dangerous to the public as well as to the 
proprietors of the subsidiaries. 

To prevent such undesirable practices Sec. 132 A has 
been introduced in the Indian Companies Act. The main 
purport of this section is as follows : It says that the 
balance sheet of the holding company must contain, as an 
annexure, the last audited balance sheet, profit and loss 
account and auditor’s report of the subsidiaries and a 
statement signed by the persons who under sec. 133 have 
to sign the balance-sheet of the holding company, showing 
how the profits and losses of the subsidiaries have been 
dealt with in or for the purposes of the accounts of the 
holding company, and in particualr, information as to how 
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and to what extent provision has been made for the loss of 
subsidiary companies in the account the subsidiaries or of 
the holding company or both, and how the loss of a 
subsdiary company has been taken into account by the 
directors of the holding company, in arriving at the profit 
and loss of the company as disclosed by its accounts. If the 
auditor's report on the balance-sheet of the subsidiaries is 
a qualified one, the statement annexed to the balance-sheet 
of the holding company should contain such qulified report 
of the auditor. A distinction has also been made under 
the Indian Companies Act between a private company and a 
private company which is the subsidiary company of a pub¬ 
lic company. Under secs. 17 (2), 54A (2), 79, 83A (2), 86H, 
87A (5), 86D(3), 87C (4), 87D (4), 91B (3), 91D (1), 144 (1) and 
144 (5) (iii) of the Indian Companies Act the latter type 
of private companies do not enjoy exemptions for certain 
things like other private limited companies. As a result 
of this, subsidiaries of a public company even if they are 
private limited companies, are more oi* less subject to the 
same regulations to which public limited companies are 
subject and therefore directors of a holding company are 
not in a position to withhold vital information from the 
shareholders either of the holding company or of its subsi¬ 
diaries. The holding company under sec. 132 (A) (5) gets 
the account books of the subsidiaries inspected by the 
representatives appointed in this behalf by a resolution of 
the company, and under sec. 132 A (6) members of the 
holding company have also the right to cause an investi¬ 
gation into the affairs of the subsidiary companies by 
having inspectors appointed by the local Government 
under sec. 138 of the Act. The Act has also for the first 
time defined a holding company and the definition has made 
it clear that the terms ‘ holding company ^ and ‘ subsidiary 
company * are relative terms. A company holding directly 
or through a nominee more than fifty per cent of issued 
share capital of any other company or companies, or 
entitling the company to more than fifty per cent of the 
voting power in that other company or companies, or if 
the company has the power directly or indirectly to a{>point 
the majority of the directors of that other company or 
companies, then such other company or companies are 
known as subsidiaries of the first company, which in its 
turn is known as the holding company. An investment 
trust holding more than fifty per cent of shares of other 
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companies will not be considered as a holding company nor 
the latter as subsidiaries. 

Under sec. 277 a banking company shall not form, or 
hold shares in, a subsidiary company, except a subsidiary 
company of its own, formed for the purpose of undertaking 
and executing trusts, undertaking the administration of 
estates as an executor, trustee or otherwise and such other 
purpose set forth in sec. 277 F as are incidental to the 
business of accepting deposits of money on current 
account or otherwise. 



CHAPTER X 

CO-OPERATIVE INSTITUTIONS 

An account of the various forms of business organisa¬ 
tion will not be complete without a reference to the co¬ 
operative type of business institutions. 

BASIC PRINCIPLES OF CO-OPERATIVE BUSINESS UNIT 

Co-operative forms of business institutions are a type of 
business organisation in which individuals, generally be¬ 
longing to one homegeneous group, voluntarily associate 
together on the basis of equality, for the promotion of 
their common economic interests. Failure of individual 
isolated action in achieving a common economic end due to 
the weakness of these individuals, offers scope for the 
growth of co-operative institutions. These institutions 
will succeed only in fields where associative form of 
activity is of great advantage than individual action. 
Association of individuals must be voluntary and on the 
basis of equality. The absence of these two principles 
will cut at the very root of co-operation. Combination of 
individuals becomes easy and the bond holding them to¬ 
gether becomes strong and permanent when they belong to 
one homogeneous group. With regard to the application 
of the voluntary principle governing admission to member¬ 
ship of a co-operative society, it may be pointed out that 
in certain activities essential for economic progress, like 
consolidation of holdings, crop protection or irrigation, 
the desired object may not be attained without resort to 
compulsion. The report of the Co-operative Planning 
Committee recommends that in the cases cited above, a 
resolution passed by the members of a co-operative society 
who form two thirds of the community should be made 
binding by law on non-members also.’*' In this connection, 
it may be mentioned that also an analogous provision is 

♦ It may be pointed out that one of the three Special Committees 
appointed by the Plenary Session of U. N. F. A. O. meeting on Co¬ 
operatives in Asia held in Lucknow in October 1949 made similar 
recommendations. 
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there in the Indian Companies Act (sec. 153), empowering a 
company to compromise with creditors and members, if the 
proposed compromise or arrangement is agreed to by a 
majority of three-fourths in value of such creditors or 
members. 

Unlike other capitalistic forms of business unit, co¬ 
operative institutions never aim at enriching its members. 
Rendering the best service to the members is the aim set 
before them. Co-operative forms of business units aim at 
the ‘^promotion of all possible improvements whether in 
social customs, education or sanitation, and at the removal 
of all disabilities which hamper the growth of a rising 
standard of living.’^ ^ In fine, they are to promote an all¬ 
round wellbeing. Individuals forming a society, pool 
their resources and promote their economic welfare 
through self-help and mutual help. Each member should 
be inspired with the motto ‘^all for each and each for all^\ 
Co-operation is a movement which aims at strengthening 
the independence of its members; the co-operative spirit 
helping to make better men and a better society. The 
Bombay Co-operative Societies Act 1925 and the Madras 
Co-operative Societies Act of 1932, state the object of co¬ 
operative society as ^^the promotion of thrift, self-help and 
mutual aid among agriculturists and other persons with 
common economic needs so as to bring about better living, 
better business and better methods of production.*’ 

In a co-operati vc institution, economic democracy has 
its full play in as much as the fundamental principle of 
* ‘one man one vote’ * is strictly observed in its management. 
The application of democratic principle infuses the sense 
of ftdlow feeluig and brotherhood among the members, 
inspiring them to join together. Hence co-operative 
institutions should not be viewed only as types of business 
unit; they perform an important social service. 

HISTORY 

Credit goes to Robert Owen, the manufacturer-philan¬ 
thropist for initiating ideas on co-operation for ameliorating 
many of the miseries of the working-class. In 1817, a 
Committee of the House of Commons charged with the task 

1. Report of the Co-operative Planning Committee Page 4 
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of investigating the operation of Poor Law in England, 
invited him to give his views concerning the causes and 
remedies of social misery. He took that opportunity of 
propagating his ideas on co-operation. 

The first co-operative business unit is the one started 
in 1844 in England by the Rochdale Society of Equitable 
Pioneers. It was a consumers* co-operative store started 
by the wool weavers to supply its members with articles 
they require at fair price and of good quality. Early 
promoters of this kind of store were not inspired simply by 
the idea of getting things cheaper for their members. 
The movement was started by men of noble spirit and they 
looked on the co-operative movement as a stage in the 
great working men*s movement. The expectations of the 
leaders were not realised in full. Anyhow> the spirit of 
self-help, brotherhood, social sereice etc., have been 
infused into the minds of the working class. Later on, 
when the benefits of co-operation were seen, the idea 
caught the imaginations of the other sections of the 
community and to day we find co-operative stores being 
formed by the salaried and even wealthier classes of people. 

Principles of co-operation have also been introduced 
in other types of economic activities. They have been 
successfully applied in the fields of production, distribution, 
banking, marketing, housing, insurance etc. That co¬ 
operation has an important part to play in a well planned 
economic development of the country, can be judged from 
the place it is given in various reports, both official and 
no-officical, issued in connection with economic planning 
of the country. 


ROCHDALE PRINCIPLES 

The principles which the Rochdale Pioneers followed in 
the successful operation and management of their society 
are the basic principles which apply equally well in the 
management of other types of co-operative institutions as 
well. These principles have come to be known as 
*‘Rochdale** principles which are as follows :— 

(1) Each member has one vote.^ No one member is given 

2. Members of certain societies of limited liability type are 
however permitted to have votes in proportion to the shares held 



CO-OPERATIVE INSTITUTIONS 


201 


more voting right on the strength of his stake in the 
undertaking. This assures democratic management 
and control. 

(2) Capital gets only a regulated, moderate rate of 
dividend, generally fixed by statute. Thus, the idea of 
profit-making which is a prime consideration in other 
capitalistic type of business is inherently absent here. 

(3) Surplus left after distribution of dividend to capital is 
divided among the members in proportion to their 
dealings with the institution. It may be called 
* patronage -dividend \ This, in addition to giving 
a democratic outlook, gives an incentive to members 
to be loyal to the society. 

(4) Prices or charges in ail cases are based on competitive 
level. This has the effect of running the institution 
on a strict commercial basis. Application of this 
principle combined with 2 above has in many cases 
been able to reduce the prices or cost of service, as the 
case may be, charged by capitalistic forms of business 
units. 


CO-OPERATION IN INDIA 

Unlike other capitalistic forms of business units, co¬ 
operative institutions have been brought into existence in 
most countries of the world at the initiative of the state. 
In Germany, they sprung up from the people and this is what 
it should be. In India credit for tailing initiative in the 
field of co-operation goes to the Government of Madras. 
This Government sent Mr. Frederick Nicholson, a civilian, 
in 1892 to Europe to study the land and agricultural banks 
and to report how far these types of banks might be useful 
in relieving the agriculturists of the province from their 
burden of debt. In his report he strongly pleaded for 
establishment of rural co-operative credit societies on the 
lines of Raiffeisen Societies in Germany, not only to 
provide credit on reasonable terms to the rural population 
but also to promote thrift among them. The report drew 

by them. This cannot bo very much advocated. The Co-operative 
Planning Committee recommended the abolition of this principle 
by suitably amending sec. 13 of the Co-operative Societies Act 
of 1912. 
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the attention of the Government of India which appointed 
an official commitee. As a result of the committee's 
recommendations the Co-operative Credit Societies^ Act 
was passed in 1904. 

The Act of 1904 provided for the formation of urban 
and rural credit socities only, special emphasis being given 
to the latter. A society having four-fifths of its members 
as agriculturists was classified as a rural society. In case 
of rural societies unlimited liability was the rule ; in case 
of urban societies it was left to the option of the promoters 
of the society. The principle of unlimited liability had 
once been considered to be an essential feature of co¬ 
operative institutions. Application of this principle makes 
every member of the society, take always a keen interest 
in its activities. Each member, in his own interest, is 
bound to exercise vigilance over the way in which the 
society is managed, specially in the matter of granting 
loans. This has an educative value in as much as it 
fosters mutual trust, watchfulness and supervision. It also 
improves the credit of the society. However, it may be 
pointed out that the utility of strict adherance to this 
principle is now questioned by many. In this connection, 
the Co-operative Planning Committee recommends that 
except v/here unlimited liability has produced good results, 
the liability of the primary society should be limited ; 
where unlimited liability is more appropriate, the Registrar 
of Co-operative Societies should treat such cases on their 
own merits and with due regard to local opinion and 
circumstances. 

Working of the Act of 1904 for a number of years, 
revealed the need for some modification of the Act in 
various directions. The need was felt for rectification of 
some of the defects of the Act of 1904 and also for the 
extension of the scope of activities of co-operative societies. 
As a result. Co-operative Societies' Act, of 1912 was passed. 
This act made it possible to register co-operative societies 
for purposes other than credit, such as production, 
distribution, insurance etc. Federated type of societies 
were allowed to be established, so that the federal 
institutions (central organisations) may help the local 
societies in providing capital and in exercising supervision 
over them. The distinction between urban and rural 
societies was abolished and in its place was substituted the 
classification of limited and unlimited liability societies. 
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The Act of 1912 gave a fresh impetus to the growth of 
non-credit societies. The period subsequent to 1912 
witnessed a great increase in the number and membership 
of co-operative credit societies too. In 1914, the 
Government appointed another committee under the 
chairmanship of Hon^ble Sir Edward Maclagan to review 
the movement. The Maclagan committee made far reaching 
proposals for the future development of the movement. 
The expansion of the movement was rapid till the 
depression set in in 1929 and the various defects, which 
had been noticed by the committee, but were partly 
obscured during the period of rising prices and prosperity, 
became prominent. 

Government of India Act of 1919 made co-operation a 
provincial subject and since then various provincial 
governments appointed committees of their own to re¬ 
examine the position of co-operative movement. Bombay, 
Bengal, Bihar, Orissa and Madras passed their own 
legislation. In other provinces where separate legislative 
measures were not passed the organisation and working of 
co-operative societies is still being regulated by the 
Co-operative Societies’ Act of 1912. 

FORMATION AND MANAGEMENT OF CO-OPERATIVE 
BUSINESS UNITS 

Like any other jointstock company, a co-operative 
institution is an artificial person created by law with 
perpetual succession. Not many legal formalities are to 
be complied with in the incorporation of a co-operative 
society. A society could be registered on an application to 
the Registrar of Co-operative Societies by ten or more 
persons above the age of eighteen joining together. 
Societies are incorporated under the Co-operative Societies’ 
Act. To encourage the growth of these institutions they 
are granted certain privileges such as exemption from 
income-tax, stamp duties, registration fees and immunity 
from the attachment of shares held by members for debts 
due to others. Every society must submit to the Registrar 
a copy of its bye-laws, which in addition to stating the 
objects for which the society is formed, should give the 
rules and regulations regarding the management of the 
concern. 

Management of the institutions rests on the managing 
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committee which is elected by the members. The annual 
balance sheet, profit and loss account and appropriations 
out of profits are adopted by the general body meeting of 
the members. Payment of dividend and appropriation to 
reserve fund are regulated by statute. Societies are 
empowered to pay bonus out of surplus profit to members 
in proportion to their dealings with the institution and also 
to utilise surplus profit for any common good cause. The 
managing committee conducts routine and executive 
business of the society. There is a secretary (who may be 
a paid oflBcial) who is in charge of day to day business. 

Working capital for the institution is obtained from 
two sources which may be classified as ‘ internal^ and 
* external Funds supplied by the members in the shape of 
share capitaL entrance fees and deposits constitute the 
internal source and the loans and deposits from other 
societies and government comprise the external source. 
The most important external source is the loans obtained 
from the central and provincial co-operative banks. Some 
restrictions are imposed by the Act on the investment of 
funds of a co-operative society. 

As has already been pointed out, the co-operative 
movement owes its origin to the intiative of the state and 
its subsequent development is also due to active assistance 
of state in various ways. Organisation of new societies is 
undertaken in some provinces by the departmental staff 
and in others by non-official agencies organised for 
supervision work. It may be pointed out that it is through 
the greater participation of non-official agencies that 
co-operation can take a firm root in the soil of the country. 
The Registrar of co-operative societies^ in each province 
occupies a pivotal position in the movement. Development 
of co-operation has been made a special responsibility of 
the Registrar for which he is equipped with necessary 
powers and provided with necessary staff. The main 
functions with which he is charged under co-operative law 
are those relating to registration, audit and cancellation. 

Supervision of co-operative societies is done in some 
provinces by the inspectors of central financing agencies, in 
others by the inspectors of the co-operative department while 
some have formed supervising unions and have federated 
them into district and provincial units. Inspection of 
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societies is, in the majority of provinces, undertaken by 
the co-operative department. Registrars are also given 
wide rule-making powers by which they exercise great 
power over the societies. In many a case, exercise of 
power leads to vexatious interference, so much so that it 
acts ‘ ‘ as a great impediment to the healthy growth of the 
movement and fosters a sense of irresponsibility among 
members of societies In the opinion of many, time has 
come to follow a policy of progressive de-ofl&cialization. 
In this connexion the Co-operative Planning Committee too 
recommends that ‘‘ as the movement is of the people and 
for the people and must be run ever more and more by the 
people themselves, it is necessary to indicate that the 
sponsoring of the movement by the state is meant only to 
assist, guide and train up the workers and not to establish 
permanent control over the movement.^* 

Though the Act of 1912 made it possible to establish 
non-credit societies, yet the movement has been essentially 
a credit movement. A reference to the ‘ Review of the 
Co-operative Movement in India ’ relating to the year 
1939-40 shows that the agricultural societies counted the 
largest among the number of co-operative institutions, and 
even among them, the credit societies formed nearly 
85 percent of the total. However, due to certain factors, 
specially, the increased repaying capacity of the borrowers 
of the primary co-operative credit societies arising out of 
the inflationary increase in agricultural incomes and the 
increased difficulty experienced by the consumers in 
general in the matter of supply of essential commodities, 
both arising out of conditions created by the World War II, 
the non-credit aspect of the movement gained prominance 
in recent years. The following table indicates the 
improvement made by credit and non-credit institutions 
during the period 1938-39 to 1945-46. 

It would, however, be seen from the table that in spite 
of the improvement on the non-credit side, the importance 
of the credit societies still remains. Thus, in 1945-46 they 
constitued about seventy seven percent of the total number 
of primary societies. 


3. Minute of dissent by Dewan Bahadur H. L. Kaji in the report 
of the Co-operative Planning Committee. 
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Number of Primary Societies excluding land mortgage 
banks. (^Source :—Review of the Co-operative Movement 
in India 1939-46 published by the Reserve Bank of India.) 



1938—39 

1945—46 


Thou¬ 

Per¬ 

Thou¬ 

Per- 


sands 

centages 

sands 

1 centages 

Agricultural Societies : 

Credit 

93*8 

77-7 

124-2 

72-7 

Non-credit 

11-5 

9-5 

22-8 

13*4 

Total 

105-3 

87-2 

147-0 

86-1 

Non-Agricultural 

Societies: 

Credit 

6-7 

5-5 

7-5 

4-4 

Non-Credit 

8-8 

7-3 

16-3 

9-5 

Total 

15-5 

12-8 

23-8 

13-9 

Grand Total 

120-8 

100-0 

170-8 

100-0 


One might point out that in point of number of 
co-operatives, number of members, and working capital, 
India leads the world. India has 175,000 societies with a 
total membership of 9,000,000 and with a working capital 
of Rs. 160 crores.'^ But this is insignificant compared to 
the work which the movement can possibly do. 

A brief reference to the various types of co-operative 
societies operating within the country will be instructive 
as well as interesting. 

CO-OPERATIVE CREDIT SOCIETIES 

Co-operative credit societies may be classified as agri¬ 
cultural credit societies and non-agricultural credit socie¬ 
ties. Credit societies are also calssified as rural and 
urban societies. Urban banks, central banks and the 
provincial co-operative banks come under the latter 

4. Figures given by Prof. H. L. Kaji, leader of the Indian 
delegation at the U. N. F. A. O. meeting of Co-operatives in Asia 
held in Lucknow in October 1949. 
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category. These insitutions supply short and medium-term 
credit needs of the agriculturist. Rural credit societies are 
primarily meant for the supply of credit to member 
agricultiirists. They also provide the members facilities 
for purchase and sale of agricultural requirements, provided 
they are empowered by the by-laws of the society to do so. 
Urban banks finance the rur^ societies from their funds 
raised by shares and deposits. Larger urban banks assume 
the role of central financing agencies. Central Co-operative 
Banks^ membership consists mainly of individuals and 
other primary societies and urban banks. The present day 
tendency is for the gradual elimination of the former from 
the membership of central co-operative banks. These banks 
take the surplus funds of the other societies, especially the 
urban banks, and finance the rural socities with the same, 
as well as from their own funds raised by issue of shares 
and deposits. Provincial co-operative banks are the apex 
banks in each province. The also finance other types of 
co-operative institutions from their funds. 

For the supply of long term credit-needs of the agricul¬ 
turists, Primary Land Mortgage banks and Central or 
Provincial Land Mortgage banks on co-operative principles 
are established. Land Mortgage banks raise funds by 
issuing debentures, as their advances are for long periods, 
about twenty years. 

CO-OPERATIVE PRODUCERS^ SOCIETIES 

Credit societies have been able to provide cheaper 
credit facilities to the agriculturists and artisans in rural 
areas and thus have been able to make them free and 
independent of village money-lenders and mahajans. Non¬ 
credit societies have the aim of eliminating middlemen in 
the chain of distribution. Non-credit societies may be 
broadly classified as ‘producers’ societies and ‘consumers’ 
societies.’ Producers’ societies undertake productive 
activities to maximise the earnings of their members by 
eliminating middlemen and by increasing production. 
Producers’ societies may take different form according to 
the nature of business undertaken. There are marketing 
societies which undertake selling of the products of their 
members. Such products may be agricultural or manufac¬ 
tured goods. These societies have been able to get for 
their members a higher price for their produce. Their 
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activities have also been able to abolish some of the 
malpractices indulged by the middlemen in the marketing 
of produce, which are prejudicial to the interests of the 
producers. In some cases, middlemen's charges have 
been considerably lowered. When the work of marketing 
is entrusted to the society, the agriculturists have no need 
to sell their produce in an unduly depressed market in a 
post-harvest period or to sell their produce to the money¬ 
lender of the village at a price which is lower than the 
market price. To meet tht?ir current needs they may get 
advance from the society on the security of the produce 
given to it for sale. In this connexion, the system of 
*‘controlled credit^* introduced in Madras deserves special 
mention. According to this system, members of the rural 
credit society are granted loans for cultivation expenses, 
on condition that their produce will be sold through the 
marketing society to which the rural society is affiliated. 

There are also societies for consolidation of holdings 
which have done remarkable work in Punjab, in increasing 
the average size of the holding. 

INDUSTRIAL CO-OPER.^ TIVES 

There are also industrial institutions run on co-opera¬ 
tive lines. They have shown considerable progress in 
Bombay. There were 425 such societies in Bombay on 31st 
March 1948. In Madras, a women^s central co-operative 
society has been started for co-operating and developing 
the activities of co-oparative societies of cottage industries 
run by women. The Sugar factory at Ettikopakka in the 
province of Madras is another good example of an industrial 
co-operative society. However, it may be noted that it is 
in the development of cottage industries, such as handloom 
weaving, pottery, manufacture of leather goods, metal¬ 
ware, coir-goods, cigar, matches, toys etc. that co-operative 
producers^ societies have greatly developed. The Govern¬ 
ment of India, in their industrial policy issued in April 1948, 
has rightly stressed the need for giving a distinctly co-opera¬ 
tive bias to the field of cottage industry. Success of 
mobile industrial co-operative units in China during her 
struggle against Japan, serves as a pointer to the vast scope 
for development of cottage industries on co-operative lines. 
It has further been stated that the present international 
situation is likely to lesson to a marked degree our chances 
of getting capital goods for large scale industry, and the 
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leeway must be made up by having recourse to small size 
industrial co-operatives throughout the coxmtry. Among 
the others types of producers^ societies mention may be 
made of milk societies, sugar-cane growers societies and 
land colonisation societies. 

CONSUMERS* CO-OPERATIVE SOCIETIES 
Among the consumers^ societies, co-operative stores, 
both primary and wholesale, stand out prominently'*. 
Co-operative housing societies, co-operative insurance 
societies may also be classified as consumer's societies in 
as much as these aim at supplying the consumption needs 
of their members. 

.CO-OPERATIVE SOCIETIES AND RESETTLEMENT 
OF EX-SERVICEMEN 

To assist in the resettlement of ex-servicemen in 
gainful occupations the Directorate General of Resettlement 
and Employment has for sometime past been encouraging 
the formation of co-operative societies of different types by 
the ex-servicemen. By the end of December, 1947, 45 
Ex-servicemen’s Co-operative Societies (excluding Co-opera¬ 
tive Colonisation Societies) were in operation throughout 
India. These Included five multipurpose co-operative 
societies, three industrial co-operatives, fourteen transport 
societies and fourteen engineering co-operatives. Most of 
these societies had been in existence only for a short period. 
However, it may be said that increase in the growth of 
these societies and their successful operation will be able to 
eliminate the ex-serviceman’s dependence on and sub¬ 
servience to any employer, and to make him his own 
master along with his fellow-members. 

NON-COMMERCIAL CO-OPERATIVE INSTITUTIONS 
Different types of co-operative societies mentioned 
above are associated with some kind of commercial 
activity. Activities of all these societies directly or in¬ 
directly play a great part in rural uplift. There are also 
co-operative institutions which are not in the least 
commercial in character. These are ‘ Better Living Co¬ 
operative Societies ’ and * Health and Medical Co-operative 
Societies.’ The first deals exclusively with the moral and 
social side of the members and of the society at large ; the 
latter’s aim is to improve the health and sanitation of the 
members as well as provision of medical aid to them. 

4. They are discussed in. detail in the Chapter on Retailing.. 
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CHAPTER XI 

STATE AND INDUSTRY 

(A) Problems of Nationalisation* 

STATE INTERVENTION 

State intervention in the field of industries and 
economic development is not altogethei* new. From the 
early days, everywhere, the state has been interfering now 
and then in an indirect manner with the economic activities 
of the country. Interference, in the early days, was 
intended to bring about the functioning of the business 
units in an orderly manner and this was achieved by 
passing legislative measures of a general nature such as the 
Companies Act, Partnership Act, and Factories Act, under 
which firms and jointstock companies operate and function. 
The State also began to interfere so as to afford protection 
to the weaker sections of the community by passing socio¬ 
economic measures such as minimum wage legislation. It 
has further been realised that the state cannot feel 
contented by simply protecting the country from internal 
disorders and external aggression but it must also make 
the country economically strong, the external manifesta¬ 
tions of which lies in increasing the national income and 
its equitable distribution among the various sections of the 
community, as reflected in the higher standard of living of 
its members. This can be achieved by an all round increase 
in production by systematic planning both in the field of 
industry and agriculture. 

STATE TO PLAN 

But a systematic economic development of any region 
or country demands the presence of a central organisation 
to plan and co-ordinate the activities of various industrial 
and commercial units operating within that region. An all¬ 
round economic development cannot be achieved by 
allowing a business unit to work in its own way. And so 

* Practically the whole of this topic appeared as an article by 
one of the authors (H. K. Datta) in the Modern Review Vol. LXXXVI 
No. 5. Tha-nks are due to the editor for kindly permitting the 
reproduction of the same here. 
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in every country of the world the need is felt for a central 
organisation to plan and enunciate fundamental policies 
with regard to economic development of the country. It 
must also so direct and co-ordinate the activies of business 
units as will lead to the attainment of the desired result. 
Planning implies co-ordinated progress on all fronts 
simultaneously and so every sector must be properly 
organised, closely harmonised and dovetailed, and 
eflFectively controlled as an integral part of the plan. 
Therefore the tendency everywhere is for the state to 
assume that role. 

Viewed in this background the appointment of the 
Planning Commission by the Government of India is a step 
in the right direction. The Commission has been composed 
of six members with Pandit Jawaharlal Nehru, the Prime 
Minister, as the chairman. The official resolution contain¬ 
ing the terms of reference explains that the Commission's 
functions have been defined against the background of funda¬ 
mental rights and directive principles of State policy 
mentioned in the Constitution. 

In the first place, the Commission will make an assess¬ 
ment of resources; secondly, it will formulate a plan for 
their utlilization ; and, thirdly, it will fix priorities and 
stages, and allocate resources for each stage. 

Its other functions will include the communication of 
advice on the means for achieving each stage, an indication 
of adverse factors and suggestions for their removal, and 
finally, any interim or ancillary recommendations. 

All the Commission's recommendations will be made 
to the Cabinet, in consultation with the Central and States 
Governments, both of whom will be responsible for taking 
and implementing decisions. 

REGULATION AND CONTROL OF INDUSTRIES 

Government will also soon be armed with the power 
to help develop, regulate and control certain industries; 
and in this connexion the Select Committee on the Industries 
(Development and Control) Bill has submitted its report. 
The report provides for an independent machinery known 
as the Central Industries Board with three Government 
nominees as wholetime members. The Board is to function 
both in statutory and consultative capacities. It will have 
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the power to grant or refuse licenses for establishment of 
such industrial undertakings mentioned in the schedule. 
Provision has been made for exercise by the Industrial 
Board of all powers and functions of the Controller of 
Capital Issues, in so far as they concern any scheduled 
industry. The power of the Central Government to issue 
directions to regulate production and prices should be 
exercisable only when it is necessary in the public 
interest and that the necessity for such control should be 
established after a proper enquiry by the Board. Industries 
mentioned in the schedule have been divided into two 
groups ; in respect of industries specified in Part 2 of the 
schedule,♦ the provisions relating to investigation and direct 
control by the Central Government of Industries should not 
normally apply. The power of the Central Government to 
take over direct control of industrial undertakings are 
exercisable only under the following specific conditions 
(a) gross mismanagement, (6) undue rise or fall in prices, 
(c) scarcity of manufactured articles, (d) labour troubles 
and (e) desirability of conserving ra^^^ materials. Provision 
has been made by which the power to revoke, bar or amend 
any licence should be exercizable only if the licensee has 
failed without reasonable cause to establish or to take effec¬ 
tive steps to establish the undertaking within the prescribed 
period and there should be no question of revocation after 
effective steps have been taken to bring the undertaking 
into existence. 

Any person aggrieved by any order of the Board has 
been provided the right to appeal to the Central Govern¬ 
ment. 

The Committee has excluded from the scope of the Bill 
industries where power is used and less than 50 persons are 
employed, and where less than 100 persons are employed 
and power is not used. 

In the new constitution of India, provision has been 
made to place within the sole jurisdiction of the Union 
Government, industries, the central control of which might 

♦ Industries specified in Part 2 of the schedule include auto- 
mobiles) cement, heavy chemicals, locomotives and rolling stock, 
machine tools, electrical generation machinery, paper and news¬ 
print, pharmaceuticals, tea, woollen textiles and vanaspati. 



STATE AND INDUSTRY 


213 


be declared by the Parliament by law to be expedient in 
the public interest. 

It has been suggested from some quarters that the 
most effective degree of such control would be attained 
only if the whole field of production and distribution is 
under the direct ownership and management of the State, 
whether directly as government enterprise or under some 
specially created statutory bodies. In some countries the 
cry is for complete nationalisation of industries, if not all, 
at least of certain basic and key industries. In others, 
the cry is for state ownership and management, in others 
again for state control and in some others the tendency is 
for the state enterprise to be operated through public 
corporations. The Economic Programme Committee of the 
All India Congress Committee, in their report submitted 
in January 1948, recommended that new imdertakings in 
defence, key and public utility industries, as well as new 
undertakings which are in the nature of monopolies or in 
view of the scale of operations cover more than one 
province or the country as a whole, should be run on the 
basis of public ownership. 

Before going into the merits and demerits of the 
various methods, it may said that these methods are 
merely means to an end and not an end in themselves, the 
end being planned progress on all fronts. The method or 
methods to be applied to achieve the end must not be based 
on mere ideological grounds. No one method can be 
preferred to the rest without any reference to the time or 
place or the stage of economic development of the country 
for which the system is being advocated. 

NATIONALISATION - WHY ? 

Nationalisation implies state ownership and state 
management of industries. Positive reasons given by the 
protagonists of nationalisation have been aptly summari¬ 
sed by Prof. K. T. Shah in his note submitted as a member 
of the Advisory Planning Board of the Government of 
India^. 

(a) Under nationalised ownership and magement there 
would be better co-ordination and greater economy in 
working the industries; 

2. Page 47 of the Report. 
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(6) The distribution or diflfusion of all industries through¬ 
out the country so as to facilitate the fullest employ¬ 
ment of local labour and utilisation of local material 
resources of every region will be very much easier and 
more real; 

(c) I'he surplus profits from such nationalised enterprise 
will be available for the use of public treasury and so 
provide ever expanding financial resources which tax 
resources cannot provide ; 

(d) The operation of nationalised Industries, Services or 
Utilities will be primarily to render service or 
assistance to the national economy as a whole, and not 
for making profit for the owner, as would inevitably 
be the case under private enterprise ; 

(e) Only under socialised ^ production will be the fullest 
possible employment to all adult workers, in accordance 
with the aptitude and training of each, be secured. 

A few of these arguments call for comment. It is no doubt 
true that if the whole field of production and distribution 
is under direct ownership and management of the state, 
there is greater possibility of a better co-ordination in the 
working of the industries but the question of greater 
economy in working the industries under state manage¬ 
ment is questioned by many. Many feel that the standard 
of efficiency in nationalised undertaking is very low. The 
greatest danger attendent upon nationalisation of industries 
lies in the political and popular pressure to which it may 
be subject. Very often political and popular agitations 
of some kind or other are likely to undermine the efficiency 
and financial stability of the undertaking. 

A nationalised undertaking is supposed to be lacking 
incentive and initiative due to the fact that those who are 
responsible for the management of the institution have no 
direct financial interest in the success of the undertaking; 
they manage a property which is not their own, for profit 
which is not their own. No doubt, factors like patriotic 
sentiment, the desire to serve the country, the desire to 
earn recognition and the glory of inventions may inspire 
only a few to do their best. A direct financial interest does 

3. The term < Nationalisation ^ and < Socialisation ^ are used 
here as almost synonymous. 
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not only act as an incentive to people in general to do their 
best but also acts as a brake upon any tendency towards 
extravagance and recklessness. It both encourages and 
restrains men in their business transactions and enables 
them to manage their business in such a way that their 
efforts neither run in grooves nor are characterised by 
speculation and rashness. 

As regards (c) and (d) it may be pointed out that they 
are to some extent contradictory. If nationalisation is 
advocated for augmenting the revenue of the state, the 
question of * priority of service over profit ^ is likely to be 
relegated to the background and the consumers’ interest is 
not likely to be protected in a way better than the same 
is protected under competitive capitalistic system of 
economy. Moreover, the question of making profit is 
dependent upon the efficiency with which the nationalised 
institution will be managed^At the same time, if the 
object is to augment the revenues of the state it may even 
be better achieved by introducing direct progressive 
taxation on the income of the institution when managed 
by private bodies. In case of undertakings such as rail¬ 
ways, electricity, tramways, gas, where direct competition 
is not desirable and the institution has to be run as a 
monopoly concern, the above object might be better 
achieved by selling the concession, or by requiring the 
monopolist to pay a portion of the surplus revenue, or by 
taxing the monopolist instead of the state managing the 
monopoly. 

Before nationalising any industry the state must also 
find out its capacity to manage the industry, which depends 
on the availability of trained personnel as well as its 
capacity to undertake the financial responsibilities it in¬ 
volves. These two important factors may necessitate a 
state to proceed slowly and cautiously in the matter of 
nationalising its industries. It may be worth quoting here 
the opinion expressed in this connection by the Advisory 
Board on the Principles for the Control of Public Utility 

3 a. It may be mentioned here that the cost of maintenance of 
Government-owned collieries is higher and production less com¬ 
pared with privately owned collieries. This has been revealed by 
the Hon’ble Member concerned of the Government in the Dominion 
Parliament. 
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Electric Supply Finance/^The Board says **that some 
Provincial Governments while accepting the ultimate 
nationalisation of electricity supply within their territories 
as a goal) have at present neither the necessary organisation 
nor adequate financial and technical resources to take up 
elctrification schemes on a large scale. Certain Provincial 
Governments would appear to prefer to utilise their 
limited financial resources to the carrying out of new 
development projects rather than for the acquisition of 
existing licences. But there are others who feel the 
need for liquidating the existing private enterprise in 
every considerable field of economic development and bring 
all efforts, which are part of an all round plan of national 
development, under public ownership, control and manage¬ 
ment. The liquidation may be effected by expropriation 
pure and simple, or acquisition by ordinary process of law 
with or without, such compensation as may be deemed 
just and appropriate. 

Such a radical measure will have ^erious repercussions 
on the field of industrial development. Expropriation pure 
and simple is bound to retard the formation and growth of 
capital within the country. Investment tends to be shy. 
Greater attention must be paid to these problems in 
countries which are industrially backward. 

Some people argue that, under public ownership and 
management, conditions of labour would improve, the idea 
being that state is a better employer than private bodies. 
But this cannot always be considered true. Moreover, 
ameliorative measures for improving the conditions of 
workers or other employees in industrial undertakings 
may be taken by the state without the state becoming the 
employer. 

It is also argued that the state can borrow money under 
more advantageous terms than private bothcs, with the 
result that easy finance would be available for the develop¬ 
ment of industries. But it should be remembered that the 
functions of any authority or institution must be deter¬ 
mined by clearly established principles and not according to 
the price at which it can borrow money. 

4. Page 5 of the Report. 

5. K. T. Shah-Report of the Advisory Planning Board p. 42. 
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In view of the various considerations involved in 
nationalising industries, a complete nationalisation of all 
the •industries of the country at one stretch cannot be 
advocated. Nor has this been done any other country 
except in U. S. S. R. But the example of Russia cannot be 
considered a very strong ground for an all-embracing 
scheme of nationalisation of industries in our country or in 
any other country. It may be pointed out that private 
enterprise is just as successful in America as public owner¬ 
ship and management is in U. S. S. R. Moroever the success 
of an all-embracing nationalisation of the productive 
undertakings in Russia has been the result of many special 
circumstances, the most important being the political 
ideology to which many a state may not agree. 

GOVERNMENT’S ATTITUDE 

Since the attainment of independence the Government 
of India has been taking a more active interest in the 
development of our industries and in this connection the 
question of nationalisation has come to the forefront. Even 
as early as 1945 the Government of India prepared a list of 
^ basic industries ’ of national importance which might be 
nationalised ‘ provided adequate private capital is not 
forthcoming and it is regarded as essential in the national 
interests to promote such industries The list included 
such important industries as iron and steel, chemicals and 
dyes, automobiles and tractors and electrochemical and 
non-ferrous metal industries; but the proviso left the 
question of nationalisation open. 

The Advisory Planning Board appointed by the 
Government of India in October 1946 also dealt at length 
on the question of nationalisation (even though it was not 
within their terms of reference). The Board felt that it 
is a matter which so intimately affects industrial planning 
that we can hardly pass it over without a word They 
remarked we would give it therefore as our opinion that 
if the present juncture the State attempted to take into 
its own hands the ownership and management of a large 
range of industries, the industrial development of the 
country might not be very rapid. Nevertheless it seems 
to us that it shoud be our policy to bring under state 
ownership and management some at least of the basic 
industries of the country and that the execution of such a 
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policy should form part of our plans. We recommend, 
therefore, that apart from /Defence Industries and any 
industry or branch of any industry which it might be 
found desirable to start as State enterprise through the 
reluctance of private capital to undertake it, the nationali¬ 
sation of coal, mineral oils, iron and steel, motor, air 

and river transport, should be considered.Some of 

us believe that the best way of conducting State enterprise 
will be through Public Corporations. 

The Industries Conference held in New Delhi in 
December 1947 under the Chairmanship of the Minister of 
Industries and Supply of the Government of India, delimited 
the scope of private and state enterprise in the industrial 
development of the country. The conference adopted a 
resolution indicating the industries (1) whichT' should be 
under state ownership and management, (2) which may be 
jointly owned and managed by the state and, (3) which are 
to be owned and managed by private enterprises. While 
discussing the question of nationalisation of industries he 
referred to the common criticism of state management 
being less efficient than private management. The Hon^ble 
Member said that this is rather an argument really in 
favour of the State adopting the methods of private manage¬ 
ment and not for giving up industrial undertaking 
altogether. In the advanced countries of the West, owner 
managers are rapidly yeilding place to salaried Managing 
Directors who are experts in business administration and 
industrial production. Management of State-owned 
industries by statutory corporations may offer the correct 
solution.’^ * 

In his speech to the Annual General Meeting of the 
Associated Chambers of Commerce of India, in Calcutta in 
December 1947, the Prime Minister of India declared, ‘*I have 
little doubt that the approach will involve a large measure 
of socialism in regard to certain basic and key industries. I 
have little doubt that the tendency will be for them to be 
state owned or at any rate to be state controlled whether 
the State is Central Government or Provincial Government 
or a Municipal Corporation. Normally the control will be 
in the shape of public corporation’’. 


6. Report of the Advisory Planning Board p. 16-17. 
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GOVERNMENT’S INDUSTRIAL POLICY 

In addition to these statements on nationalisation 
mentioned above, many a pronouncement on the subject 
was made by the members of the Government, which made 
the business community apprehensive of the Government 
of India’s real intentions. However, the enunciation by the 
Government of India, of its industrial policy on the 6 th 
April 19 18 , sought to a great extent to set at rest their 
doubts and fears. This policy indicates the scope of private 
enterprise in the field of Indians industrial development. 
The government has divided the industries into dfferent 
categories. First, there are some industries which will be 
totally under State control. State ownership and State 
management. Secondly there are other industries in respect 
of which existing undertakings would not be interfered 
with for a stated period, but future development would be 
imder Government control and ownership. There are 
fifteen Industries in this field, in respect of which the 
Government had declared that while they would allow 
private enterprise to continue in respect of the existing 
undertakings, it would be open to the State to establish new 
undertakings except where, in the national interest, the 
State itself finds it necessary to secure the co-operation of 
private enterprise. The third category comprises certain 
basic industries of importance which will be subject to 
Central control and regulation, in consultation with the 
Provincial and State Government concerned. The rest of 
the industrial field, which constitutes the fourth category, 
will normally be open to private enterprise, individual as 
well as co-operative. Here also, the States policy is to 
progressively participate. 

The Government is also quite conscious of the need for 
foreign capital and foreign enterprise for the development of 
India’s economy. It is stated that it is not the Government's 
intention to impose on foreign interests any restrictions 
which are not applicable to similar Indian enterprise. In 
case of compulsory acquisition of companies, compensation 
will be paid on a fair and equitable basis. Although, as a 
rule, the major interest in ownership and effective control 
of foreign undertakings are to be in Indian hands, the 
Government will not object to foreign capital having control 
over a concern for a limited period, provided it is found to be 
in the national interest. Also the Government would not 
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object to the employment of non-Indians in technical posts 
in case Indians of requisite qualifications are not available. 
But the Government attach vital importance to the training 
and employment of Indians to replace as soon as possible 
the non-Indian personnel. 

No one will disagree with the government in its policy 
of completely nationalising railway transport, arms and 
ammunition, the production and control of atomic energy 
because of their vital national and strategic significance. 
It is further stated that mananagement of state enterprise 
will, as a rule be through the medium of public corpora¬ 
tions. 

Establishment of new industrial undertakings such as 
coal, iron and steel, aircraft manufacture, shipbuiJding, 
mineral oils and manufacture of telephone, telegraph and 
wireless apparatus (excluding radio receiving sets) and gene¬ 
ration and distribution of electric power a re to be the exclu¬ 
sive responsibility of the state. If necessary, the state will 
secure the co-operation of private enterprise subject to 
such control and regulation as the Central Government may 
prescribe in the development of these industries. It may be 
pointed out that the Government of India have decided to 
go into the business of excavating coal in partnership with 
Lindsay Parkinson and Company, London. The company 
formed by this fusion has been named the Indian Mining 
and Construction Company. 

The Government’s share of capital is 49X while the 
company has the commanding share. The Government, 
however retain the option of reversing this position at any 
stage after three years. 

Lindsay Parkinson and Company will act as general 
managers to the new company for ten years, though the 
Government have the right to terminate the management 
after six years by giving notice of its intention. As general 
managers they will receive emoluments partly on turnover 
and partly on profit. 

The operation of industries mentioned above by both 
private bodies and the state simultaneously will lead to un¬ 
equal competition due to the privileges and prestige attached 
to the undertakings owned and managed by the state. It is 
better to avoid the possibility of such competition and hence 
it is better for the state to combine with private bodies for 
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establishing new industrial undertakings in this sector, 
subject to regulation and control of the Central Govern¬ 
ment. The existing undertakings in these fields will not be 
disturbed for a period of ten years. During this period they 
will be allowed all facilities for eflBcient working and 
reasonable expansion. At the end of the ten year period the 
whole matter will be reviewed and a decision taken in the 
light of circumstances obtaining at the time. The period 
of immunity given is too short to encourage the existing 
private concerns to invest funds for the development of their 
institutions, nay it has made the business community 
nervous and apprehensive of investment in those industries 
as all the industries mentioned in the group require heavy 
capital outlay which pays but slowly. The period of 
immunity ought to have been longer. 

Industries in the sectors other than the two mentioned 
above will be open to individual, co-operative and private 
enterprise. However, a further list of eighteen ^ major 
industries has also been given which will be the subject 
of Central regulation and control as their location has been 
considered to be governed by factors of all-India import and 
national interest. The business community cannot view 
with equanimity the proposal of the Government to partici¬ 
pate in this sphere also. Without questioning the inherent 
right of the state to acquire any industrial undertaking 
whenever public interest requires it, it may be r>aid that it 
would have been better to keep at least one sector of 
industrial activity completely open for private enterprise. 

Thus the official clarification of the industrial policy 
of the cabinet as a whole has not been able to completely 
eliminate the state of uncertainty in the matter of nationali¬ 
sation. 

Subsequent statements of officials of the government 
have, however, referred to the great scope still available to 
private enterprise and in this connection the statement 

7. Salt, Automobiles and Tractors, Prime Movers, Electrical 
Engineering, Other heavy Machinery, Machine Tools, Heavy 
Chemicals, Fertilizers and pharmaceuticals and drugs, Electro¬ 
chemical industries, Non-ferrous metals, Rubber manufactures. 
Power and Industrial Alcohol, Cotton and Woollen Textiles, Cement, 
Sugar, Paper and Newsprint, Air and Sea transport, Minerals and 
Industries related to defence. 
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made by Hon^ble Dr. Matthai, Indians then Finance 
Minister at the Annual Meeting of the Associated Chamber 
of Commerce in December 1948 deserves to be quoted. He 
said ‘‘the Government's Industrial policy contemplates a 
combination of both private and public enterprise in the 
furtherance of Indians industrial development; that there 
is no ground for the apprehension that there is less scope 
hereafter in the country for private enterprise ; and the 
extent to which private enterprise will function in future 
will be determined by the logic of facts, rather than by 
considerations of policy or ideology The Prime Minister 
of India in his statement, made in August 1949, on 
nationalisation of industries indicated also the same line of 
policy. He said “ the policy should not be automatic 
nationalisation whether it is good or not.If nationali¬ 

sation would increase our production we would have it. If 

it does not we shall not have it.With regard to key 

industries which the Government feel should be state- 
owned, we are committed not to nationalise them for ten 

years.Frankly speaking we have not got the resources 

to do it and we are too busy with other things also. Even 
after ten years, we may not nationalise them. But, if at 
anytime an industry fails, due to incompetence or other 
reasons, we shall intervene^ \ 

We may finally conclude that in the application of the 
policy of nationalisation, ‘ logic of facts ^ should be the 
guiding factor. If the industry after nationalisation is able 
to provide products or service at a cheaper rate, if it can 
ensure greater employment with a higher standard of 
living to its employees, if it can increase production and if 
the undertaking can be managed more efficiently on a self 
supporting basis, then the case for public ownership and 
management of the undertaking will stand on unassailable 
grounds. 


PAKISTAN’S INDUSTRIAL POLICY 

The Government of Pakistan issued their statement of 
industrial policy in April 1948. It has been declared that 
responsibility for planning in respect of more important 
industries should be that of the Central Government of 
Pakistan. The three industries of arms and munitions of 
war, generation of hydro electric power and manufacture 
of communications equipment, will be owned and operate d 
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by the State. All other industries are open to private 
enterprise to promote and develop with the help of 
indigenous or foreign capital. The Government has also 
reserved to themselves the right to participate in any 
industry vital to the security or economic well being of the 
State and where private capital is not forthcoming in 
adequate measure. In this connexion it may be mentioned 
that the Government has allotted a sum of Rs. 4 crores in 
the budget for 1949-1950 for the development of fertilizer, 
steel, paper and jute-mill industries. 


ADVISORY COUNCIL OF INDUSTRIES IN PAKISTAN 

Consequent upon the passing of the Federal Control of 
Industries Act, the Government have assumed direct 
responsibility for the development of 27 types*of industries. 
They have decided to set up an Advisory Council of 
Industries under the chairmanship of the Minister for 
Industries, consisting of representatives of Central, Pro¬ 
vincial, and State Governments, and trade and labour. 

The functions of the Council will be to advise the 
Government on matters of general industrial policy : fixa¬ 
tion of targets; location and size of industrial units; 
allocation of scarce raw materials; and it will deal with 
any specific problems placed before it by the Government. 

It will also review periodically the production of major 
industries in the country, and advise the Government on 
the best use of existing capacity, and the import of capital 
equipment and raw materials. The Council will consist of 
77 members. 

The Government have also decided to set up an execu¬ 
tive committee consisting of 15 members six of whom will 
be non-officials with the Secretary, Ministry of Education 
and Industries, as chairman, to prepare material for the 
Council and implement its decisions. 

It is expected that with the setting up of the above 
machinery for the co-ordinated development and promotion 
of industries, a concerted effort will bo made by labour, 
capital and the general public towards a rapid industrializa¬ 
tion of the country. 
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(5) Public Corporations* 

While discussing problems of nationalisation, we have 
seen that many are of the opinion that the best way of 
conducting State enterprise is through public corporation. 
Hence it is desirable at this stage to gain some knowledge 
about their origin, constitution, characteristics and mode 
of operation and also see why and to what extent manage¬ 
ment of State enterprise through public corporation is a 
desirable proposition. 

GROWl'H OF PUBLIC CORPORATIONS 

Public Corporations have now obtained a strong foot¬ 
hold in the comity of business organisation in Great Britain 
and other countries of the world. Their appearance 
particularly in Great Britain was not the result of a well- 
defined predetermined plan or principle. ‘‘ They evolved in 
a haphazard and empirical manner says Robson.^ In Great 
Britain, except a few, of which the most outstanding one 
is the Port of London Authority, others appeared after the 
first world war. The British Broadcasting Corporation and 
the Central Electricity Board appeard in 1926, the London 
Passenger Transport Board in 1934. In their early days 
public corporations were formed for discharging certain 
specific functions. World War I (1914-18) gave an impetus 
to the growth of these institutions. Their importance was 
also felt during the last world war in the allied countries. 
They have played a ‘ decisive role in the economic and 
political strategy of the world war. In our country, the 
activities of the United Kingdom Commercial Corporation 
may be cited as a case in point. In the United States we 
come across the United States Commercial Company, 
which, in its early days, acted under the direction of the 
Board of Economic Warfare. 

Corporations created by the State or the Crown in the 
earlier centuries in different countries of the world may 

* Practically the whole of this appeared as an article by one of 
the authors (H. K. Datta) in commerce Vol. LXXVII N, 1980 
(Annual Review Number 1948). Thanks are due to the editor for 
his kind permission to reproduce the same here, 

1. Robson : Public Enterprise p. 359. 

2. Public corporations. Edited by A, N. Agarwala p. 1, 
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be considered to be the forerunners of the public 
corporation of to-day. In this connection mention may be 
made of Queen Elizabeth's Mineral and Battery Works and 
Mines Royal. East India Company is another important 
example. Some authorities hold a quite different opinion 
on this point. According to them, the origin of public 
corporation dates back from the middle of the 19th century. 
They hold the view that the clear intention of the state to 
secure direct managerial control and retain it, is the 
earmark of public corporation of to-day. Such a line of 
demarcation is difficult to maintain. Due to restricted 
fiscal resources of the state of earlier centuries, the Crown 
Corporation of those days had to depend to a large 
extent on private capital. But so long as the basic purpose 
of these institutions was promotion of public interest and 
welfare and so long as the right of the State to intervene 
is there, these institutions cannot be classified into a 
category different from that of public corporations of to¬ 
day. However, almost all of them, unlike present-day 
public corporations were semi-political in character. The 
political activities of the East India Company are well 
known to students of history. The activities of the public 
corporations of to-day such as L. P. T. B., B. B. C., C. E. B. 
will not fill the pages of political history of Great Britain 
so much asJjWas done singly by the E. I. Company alone. 

That Commercial institutions, if managed and 
controlled by political bodies, are subject to political 
pressure and are managed as a department of the state in 
the traditional way, suffering from administrative 
deficiencies of a ‘ bureaucratic ^ character, is a well known 
fact. The need for some of the government undertakings to 
be managed in a form analogous to that of jointstock 
companies is keenly felt everywhere. To some, public 
corporations have the greatest appeal as they see in it a 
technique for the nationalisation of basic key industries in 
gradual stages. It has been suggested that the creation of 
public corporations in Australia has been in considerable 
measure the result of socialist influence upon government 
policy^. On the other hand, these institutions with 
varying constitutions appealed to those who are opposed to 

3. Tippetts and Livermore ; Business Organisation and Public 
Control, p. 271 2nd Edn. 

1393—15 
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nationalisation. They have found in it a remedy for curing 
an industry or a social service which is not operating on 
efficient lines. Public corporations being independent of 
current ministerial direction, save on specified limited 
questions, have been found preferable to direct nationali-* 
sation. Many have realised their inability to prevent the 
coming of nationalisation and so they had to accept this 
kind of organisation as a suitable compromise between the 
pure capitalistic form and nationalisation. 

THEIR CHARACTERISTIC FEATURES 

There is no standardised constitution under which 
public corporations of different countries or different 
public corporations in the same country are operating. 
The reason for this has to be found in their growth. The 
constitution of one differs from that of the other. This 
makes it difficult to circumscribe it in few words by a 
single definition. While recommending the creation of 
Tennessee Valley Authority, President Roosevelt referred 
to it as a corporation clothed with the power of government 
but possessed of flexibility and initiative of a private 
enterprise. Dr. L. Gordon says ‘ In form, the public 
corporation is an adaptation of the large jointstock 
company to public enterprise. Its fundamental characteristic 
is the total absence of profit maximisation as a criterion of 
criticism or guide to policy. In administrative structure, 
the apparatus common to private undertakings is bodily 
transplanted, but the withdrawl of profit-making in itself 
necessitates special constitutional machinery to direct the 
management^, 

Public corporations are autonomous institutions 
created by legislative enactment having well defined consti¬ 
tution and jurisdiction over a specified area or over a 
particular type of industrial activity. The T.V.A. in U.S. A. 
and the recently created Damodar Valley Corporation in 
India are examples of the first type and P. L. A. , B. B. C. , 
C.E.B. , and L.P.T.B. of Great Britain are examples of the 
other type. Its incorporation by special acts of legislature, 
the way in which its capital is subscribed, and the way in 
which it is managed and controlled, differentiate it from an 
ordinary jointstock company organisation. 

4. L. Garden The Public Corporation in Great Britain p. 323. 
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Though such institutions are, in a sense, departments 
of the state, yet freedom from direct interference by minis¬ 
ters and civil servants of the state except in special cases as 
defined in advance by legislature, their independent source 
of financial support and freedom from budgetary and 
personnel rules which are applied to ordinary government 
departments, differentiate them from other government 
departments. Thus public corporations have the flexibility 
ana initiative of a private body. At the same time it has 
great capital-raising power and non-profit motives of the 
public agency. 

These institutions have been foun(| to be very useful 
in the management of public utilities or^im the operation of 
a great industry. Most of them have been* virtually placed 
in the possesion of a monopoly in the. provision of the 
services they offer. The presence of some amount of 
competition in some cases cannot be completely ruled out. 
Though they are managed like private commercial under¬ 
takings, yet they differ materially from the latter, as the 
profit motive in public corporation is relegated to a subordi¬ 
nate position. This does not mean that they are subsidised 
by the state. They must meet their cost and at the same 
time they must pay more attention to serve the best interest 
of the public. Experience has shown that capitalistic form 
of business units can never meet these ends. Neither are 
pure Governmental institutions found fit t94chieve them, 
due to the rigidity of government control and bureaucratic 
red tape. 

Financial autonomy is another important characteristic 
of public corporations. The capital they need may be 
obtained by the issue of securities and bonds. If the new 
institution has to buy up existing private interests, 
it may be done by issuii^ bonds or stocks to those 
whose interest is bought up with or without (generally 
without as was done in case of L. P. T. B.), voting 
rights or any power of control in the corporation. 
The securities issued may have the backing of 
government guarantee both with regard to capital and 
interest. But this is not to be very much advocated. 
At best the prop of the government guarantee should be 
only for a limited period during the early years of the 
corporation. 
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Provision of capital by legislative appropriation with 
or without the right of issue of bonds is the other method 
of obtaining necessary funds. Such appropriations are not 
subject to rules regarding return of unexpired balance 
to the treasury. Grants are also in the from of lump sums. 
T. V. A. has been financed on these lines. Thus, financial 
autonomy of T. V. A. is maintained in spite of its financial 
programme being subject to congressional scrutiny. 
Similar provisions have been made in the Damodar Valley 
Corporation Act, 1948. 

PUBLIC CORPOP.ATION versus NATIONALISATION 

The methods that are used in supplying the financial 
needs of public corporations differentiate them from the 
undertakings that are nationalised. The whole of the 
capital of the latter is supplied by the treasury. There is 
no private investment in a purely nationalised undertaking. 
In addition to this, a nationalised institution may provide 
service or commodities at less than cost price and make 
good this loss from excess of profits in others. Justification 
for this may lie on some social grounds. Public corpora¬ 
tions on the other hand should not follow a policy of this 
jkind. They must have the ultimate aim of being self 
j supporting in character. Any surplus left after meeting 
all the costs including provision for depreciation, reserve 
and amortisation should be utilised for reducing the cost 
of service, improvement of service, raising workers^ wages, 
betterment of their working conditions etc. Surpluses of a 
nationalised undertaking are often raided by the Treasury 
to augment its finances. Often, this is advanced as one of 
the arguments for nationalisation of an industry. The 
government of Madras while nationalising motor transport 
declared this as one of their objectives. One of the positive 
reasons given by Prof. K. T. Shah for nationalising 
industries is that * the surplus or profit from such 
nationalised enterprise will be available for the use of the 
public treasury and so provide ever expanding financial 
resources which tax resources cannot provide.®^* This is 
never the aim in establishing a public corporation. As 
Gordon says it is in essence neither a method of raising 
revenue for the state nor a technique for subsidisation of 


5. Report of the Advisory Planning Board, p. 47 
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industries. ® This is one of the strong grounds on which 
a public corporation is to be preferred to nationalisation 
in the management of public utilities and great industries. 
Robson says the treasury has the incurable habit of 
making predatory raids on every new growing enterprise, 
regardless of the purpose for which it is run and without 
any coherent philosophy of public finance to guide its 
action. The treasury is, therefore, not merely of little 
use as a controlling agent over the finance of public boards 
but likely to be positively detrimental to the future 
development The authors of “ The Next Five Years — 
an essay in political agreement agreed that “Public Corpora¬ 
tion of varying constitution, but independent of current 
ministerial direction save on specified and limited ques¬ 
tions, will be found preferable to direct nationalisation 
under political control.’^ ® It is also the opinion of a 
number of members of the Advisory Planning Board, 
constitutied by the Government of India in October 1946, 
that “ the best way of conducting state enterprise will be 
through public corporation.^^ ^ 

PUBLIC CORPORATIONS^ MODE OF OPERATION 

Public Corporations may be created to achieve 
multipurpose or single purpose objectives. Almost all of 
them are created to operate a single industry with an 
amount of monopoly power, and in this connection men¬ 
tion may be made of P. L. A., B. B. C., L. P. T. B. The T. V. 
A. in U. S. A. and the Damodar Valley Corporation in India, 
on the other hand, have been created for the economic 
development of a particular region. This will compel the 
corporation to take always a wider vision for the improve¬ 
ment of the welfare of the people living under its 
jurisdiction. Its approach consists in taking an area 
as its field of activity unlike tl^e others whose activity 
consists only in one particular line. 

This difference in the approach of the two types of 
corporations has the effect of introducing a change in the 

6. Public Corporation in Great Britain by L. Gordon p. 337. 

7. W. A. Robson : Public Enterprise p. 384. 

8. Quoted from L. Gordon: Public Corporation in Greeat 
Britain. 

9. Report of the Advisory Planning Board para 56. 
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mode of operation of the two. The multipurpose T. V. A. 
as well as D.V.C. are authorised to co-operate and combine 
with private institiutons within the field of its jurisdiction, 
if it finds that its objectives can be better achieved by such 
method. The single purpose institutions on the other 
hand, cannot think of such co-operation or combination with 
other private bodies, as they are expected to be possessed 
with monopoly power in their field of activity. 

DAMODAR VALLEY CORPORATION 

Before we conclude, it will be worth while to be 
enlightened on some particulars about the D.V. Corporation. 
The Corporation was established in July 1948. It is a 
public corporation constituted with a multipurpose objec¬ 
tive. The Damodar Valley Act authorises the Central Govern¬ 
ment to establish a Board of three to be known as Damodar 
Valley Corporation. Its area of operation extends over both 
the states of Bihar and West Bengal. To ensure co-operation 
of the states, two of the members of the corporation are to 
be appointed by the central government in consultation 
with the state governments. The Hon^ble Minister for 
Works, Mines and Power assured the Constituent Assembly 
during the discussion of the bill that ‘ ‘ appointments will 
be made on merit alone. Only those having highest 
integrity, incorruptibility, independence of judgment, a 
clear conception of the economic development in India on 
modern scientific lines, and a fairly wide experience of 
men and affairs will find a place in the Corporation. The 
financial adviser and the secretary who shall be the chief 
executive officer of the Corporation shall be appointed by 
the Central Government. 

Besides the three main purposes of executing and 
operating schemes for irrigation, the generation of power 
and flood control the corporation will promote navigation, 
afforestation, public health, and industrial, economic and 
the general well-being of the people of the valley. In the 
opinion of Dr. A. C. Morgan, the first chairman of the 
T. V. Authority, ** The D. V. project taken as a whole 
seems to offer rare opportunity to contribute to the 
agricultural and industrial productiveness of this very 
important region The Corporation is authorised to 
establish and operate laboratories, experimental and 
research stations, and farms with a view to utilising the 
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products of the Valley in the most economical manner. It is 
free to make arrangements with the participating govern¬ 
ments or private firms for the execution of any part of its 
task. 

The capital for the corporation has been provided by 
the three participating governments on which interest will 
be paid by the corporation. It can borrow money in the 
open market or otherwise. No private agency or person 
can hold shares in the corporation. The corporation can 
determine and levy rates for the supply of water for 
irrigation and domestic purposes, and fix the schedule of 
charges for the supply of electrical energy. The Corpora¬ 
tion shall be liable to pay any taxes on income levied by 
the Central Government in the same manner and to the 
same extent as a company. 

The need as well as the scope for institutions of this 
type for the development of Indians industry and agriculture 
cannot be over emphasised. We understand that the 
government has in view, the starting of some more institu¬ 
tions of this type.^o It is said that D. V. C. is the first of a 
series of ventures. It is a venture on which depend the 
country's hopes of increased production, progress and 
prosperity. Its progress will inspire confidence in the 
minds of the public, of the government's desire to raise the 
standard of living of the masses. Its success will make the 
government bold in planning other multipurpose projects 
and get the co-operation of the public in making those 
projects successful. Its success will also prove that an all 
round economic development of the highest degree of any 
region can be best achieved when we look more to the geo¬ 
graphical unity of the territories concerned and less to the 
isolated compact independent political and provincial 
character of the region. 


10. The Tungabhadra, the Mahanadi, the Hirakud Dam, the 
Ramapadasagar project, the Kosi River, the Rihand Dam and the 
Bhakra projects are the important regional projects for multipurpose 
waterways development. 

11. The other public corporations which are expected to come 
into existence are the Provincial Electricity Boards which are 
expected to be set up as a result of the passing of the Electricity 
(Supply) Act, 1948 by the Dominion Legislature of India. 



232 FUNDAMENTALS OF BUSINESS ORGANISATION 


THE THAL DEVELOPMENT AUTHORITY 

Mention may be made here of the constitution of the 
Thai Development Authority (T. D. A.) in West Punjab 
under the Thai Development Act, 1949. T.D.A. is expected 
to work on the model of T.V.A. of the United States. The 
T.D.A. will consist of not more than seven members whose 
term of office shall be three years. No member of the 
Central or Provincial legislature shall be eligible to become 
its member. The T.D.A. Act of 1949 extends to the 
districts of Mianwali, Muzaffargarh and Khushab subdivi¬ 
sion of Shahpur district, provided that the Provincial 
Government may, by notification, extend all or any of the 
provisions of the Act to any other part of the province. It 
provides ‘ for the speedy development of the area brought 
under irrigation by the execution of Thai projects, and for 
the resettlement of refugees and others and for ihe levy of a 
development fee. The whole project is expected to be 
completed by the end of 1953. When completed, it is hoped 
to make the desert wastes of Thai one of the richest 
granaries of the East. 



CHAPTER XII 

PUBLIC UTILITIES 

THEIR CHARACTERISTIC FEATURES 

There are pertain industries known as Public Utilities 
which need special treatment as they are engaged in the 
supply of basic needs and indispensable products and touch 
the social and economic life of the community at many 
points. They possess certain characteristics which distin¬ 
guish them from other industries. Firstly, they provide 
indispensable services or products, like water, gas, electri¬ 
city, and transport services (Railway, Trim and Bus) to the 
community. 

Secondly, the field of operation of public utility under¬ 
takings are mostly local in character and no direct competi¬ 
tion is desirable in the matter of these in the interest of 
economy in production, distribution and to secure the 
lowest possible selling price. 

Thirdly, ^public utilities are subject to more thorough 
regulation than other businesses. The reason is that they 
produce services whose quality and price are an important 
consideration. Further, strict regularity must be ensured 
in the provision of the services or products of public 
utilities. In addition, most public utility business meddle 
with the amenities of the city public by fixing rails, wires 
or pipe lines. The local autliority must therefore regulate 
their interference with public amenities. Further, unless 
regulation is effectively exercised public safety might be 
endangered. For example, there must be a regulation that 
the electric wires must be properly insulated or that the 
tramcars must be sufficiently roadworthy. The most 
important type of regulation relates to prices which the 
public utility may quote. It must be borne in mind that the 
price if unregulated, could amount to an exploitation of the 
consumers who are almost as large as the population in the 
area served and whose demand for product or service is not 
so elastic as the products or services of other industrial 
undertakings. Moreover, the profits which a public utility 
may endeavour to earn are brought under strict control, 
since unrestricted profit would amount to a permission 
for high and unreasonable rates being quoted. This is a 
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consequence of the imperative nature of public utility* 
rate control itself. 

Fourthly, public utility require enormous capital 
investments in the sense that the ratio of capital to annual 
output is far higher in public utility undertakings than in 
general industry ; and this is an important factor from the 
point of view of business finance. 

Fifthly, public utilities are characterised with a lower 
degree of risk in business a nd in earning edacity which is 
higher than other industries. The explanation may be 
found in the relative constancy of demand for the service 
and products of the public utility undertakings and the 
normal improbab^ity of the needs of human beings decli¬ 
ning in respect of water or power. 

All these put together impart to public utilities a 
distinctive form and lead to certain special features of 
organisation in the conduct of their business. 

SPECIAL PROBLEMS OF PUBLIC UTILITY UNDERTAKINGS 

Public utilities have some points of interest from the 
standpoint of business organisation as it is understood by 
persons concerned with the administration of business and 
industry in general. 

SIZE 

One of the important problems facing the promoter of 
business unit at its inception is the determination of the 
size of the unit. The evolution from the sole trader to the 
huge corporation indicates that in respect of each business 
there are some advantages to be gained by its constitution 
in a particular manner and of a particular size. It is 
perhaps with public utilities alone that the option a§ to 
the size of the industry is limited. Invariably they are 
large sized or at least they cannot be operated efficiently if 
the size is small. This is because an entire area is placed 
at the disposal of one unit which is conferred with 
monopoly powers in production and distribution. In 
consequence it brings about the concomitant problems of 
large sizes at its very start, scientific management is 
very essential as also rationalisation, in business producing 
electricity and gas. 

CHOICE OF SITE 

Public utilities have fewer opportunities of choosing 
the place and site of business. The main reason is that 
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almost every urban area requires a unit of business 
supplying water, electricity and transport service and that 
the municipality or the local authority concerned usually 
determines the actual area on which the plant is to be built, 
the roads on which the pipe lines, the wires and the rails 
may be laid. Within these limitations of demand and local 
regulation the promoters of public utilities appear to be 
sponsoring business under given conditions, with a view 
to making the best business out of conditions over which 
they have little control. 

PLANT BUILDING 

Every industry implies the erection of some plant and 
machinary unless it is of the simplest and crudest type. 
Where the public utility differs from other industries is 
that the plant of the public utitity must be fully set up 
before any business can be contemplated. In textile 
business the spindles or looms can be increased in number 
as business grows or demand increases. But the equipment 
of an electricity company and the rail-tracking by a 
tramway company are constructions which are not 
amenable to similar gradation. Consequently large sums 
have to be spent without the hope of commensurate 
earnings in the early years of business. 

MONOPOLY 

Public utilities differ substantially from other 
industries in that they have monopoly power protected by 
public regulation in respect of production and sale of the 
product or service concerned. How significant this 
difference is, may be realised if we observe the constant 
efforts that are put up by other business and industries in 
order to eliminate or at least control competition. All the 
anti-competitive devices ranging between Gentlemen^s 
Agreements and Trust are unnecessary in the field of public 
utilities. Two companie s supplying the same product or 
s ervic e do not generally compete in the same area. If t hey 
do, their activities will be ultimately ruinous to the 
consuming public. Hence they are not allowed to work in 
overlapping areas. Thus, administrators of public utility 
business are saved the entire bother of arriving at and 
enforcing agreements with similar units of business in the 
same market. They may concentrate their energies in the 
improvement of productive eflBciency and pricing economies. 
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PROBLEMS OF SELLING 

The problems of selling are far fewer in public utility 
business. Firstly, being monoplies their selling methods 
and pricing policies need not allow for the possibility that 
some other business in the same market area may knock 
off a good part of their own business. Secondly, pricing is 
more closely related to the behaviour of costs in public 
utility business than in any other business. The object of 
the public utilities should be the maximum exploitation of 
plant capacity. Hence, prices have to be cautiously fixed 
so as to lead to such operating economies. Thirdly, sale 
is direct and standardised. The art of selling is far too 
much of a routine and the skill and talent that a salesman 
in general business should have for his basic qualities, are 
not called for in the supply of public utility, products to 
the consumers. There is likewise no problem of 
distinguishing the product as belonging to a particular 
company, brand or quality unlike cigarettes or soap 
business. Sales are usually on cash basis. In many cases, 
for example, tramway business, they are simply on cash 
basis, with the result that there is neither the need for an 
organisation for credit granting and credit collections, nor 
the risk of bad debts, ever arising to the disadvantage of 
the public utility. Fourthly, there is usually no inter¬ 
mediary sales organisation serving between the producer 
and the consumer. The intermediary organisation in 
general business, ranging between wholesalers and 
retailers, are conspicuous by their absence in public 
utility business because the same concern that produces 
gas or tramway service sells it also. Nowadays an 
exception is springing up in the case of electricity business. 
A grid system with a very large capacity may generate 
electric power and it may be distributed through inter¬ 
mediary organisations which may be local companies or 
municipalities themselves. The T. V. A. is one of the 
outstanding examples of generators of electricity not 
directly supplying the consumers. Lastly, due to absence 
of direct competition the problem of advertising is not so 
serious here. There are two important reasons : firstly, 
the informative function of advertising is unimportant 
since the products and services of public utilities are not 
only the most needed but such as the consuming public are 
at once aware of, as regards the producer, the quality etc. 
Secondly, the function of diverting others^ business, which 
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is sought to be achieved by right and wrong means by 
competitive business, is of negligible importance for public 
utilities, since they are usually monopolies with an 
assurance not only of existing business but also of all 
possible additions thereto. The only purpose of advertising 
seems to be to make certain uses of services like electric 
current more popular and impressive on people who are on 
the margin of going in for it. Here again the driving force 
is perhaps a rate concession rather than mere attractive 
advertising. 

SOCIAL CONTROL OF PUBLIC UTILITY BUSINESS 

Since a public utility affects the pu^^lic in very many 
ways, it has come in for a great deal of control by public 
authorities whether it is a municipality, provincial or 
central government. A public utility needs a franchise 
from the local authority or a higher governmental 
authority before it can start its business, the reason 
being that its functioning meddles with public amenities 
like streets and that the assumption of the task of 
producing products and services like water and electric 
current is inherently one which imposes a great 
responsibility on the producer for supplying the consumers 
under proper conditions. Secondly, the service to be 
provided should be above question in quality. Impure 
water for example, unlike impure wool or impure silk, is 
highly detrimental to the health of the consumers. The 
service should be regular without the risk of occasional 
and sudden cessation due the to financial motives of the 
producer or due to other extraneous considerations. The 
suffering to which the public would be put if their water 
supply or tramway service is cut off suddenly on any day 
is incalculably serious. Thirdly, the activities of public 
utilities both in production and in distribution are 
controlled so as to provide against accidents due 
to defective equipment and imperfect methods of 
service. The pipe lines of a water company should 
not leak resulting in polution of water or stagnant 
pools on public streets. The electric wires should be 
properly insulated and high voltage stations well protect¬ 
ed, against the possibility of a fire breaking out. Fourthly, 
public utility rates are most often and commonly 
controlled. Their consumers are usually drawn from 
cross-sections of the urban area. Water and tramway 
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service touch and affect even the poorest and remotest man 
in the area. Hence, prices should be within the reach of 
the poorer sections of the community. Public regulation 
intends to achieve this purpose. Moreover, public utilities 
left to themselves are prone to indulge in a discrimination, 
characteristic of a monopolist dealing with a demand, the 
elasticity on which is very much less than that of the 
products of other industries. Such a possibility, based on 
the motive of maximum private return, should be controll¬ 
ed by regulation so as to result in the maximum public 
good. Fifthly, profits of public utilities are regulated in 
such a way that they should conform to a special percen¬ 
tage on a specified capital figure and the excesses beyond 
the so permited reasonable returns should be restituted to 
the consumers either by reducing subsequent prices by 
improving the art of production. Sixthly, profit control is of 
little significance unless it is supported by some regulatory 
provision regarding the maintenance of the public utility 
plant and equipment. To ordain the public utility to 
maintain its plant and equipment in good condition tends 
to ensure primarily the quality of the product or service 
provided to the consumers and provides against public 
safety being endangered. The need for such regulations 
may be guaged from the frequency of accidents following 
from an ill-maintained tramway track and a fleet of tram- 
cars allowed to be in disrepair. The more important cause 
of maintenance regulation is to provide against the temptation 
of public utility business to adjust the current maintenance 
expenditure and the provision for depreciation, so as to show 
an inflated profit or alternately (perhaps more commonly) 
to show a low figure of profits. The latter is hoped to 
constitute an argument for enhancement of prices. Lastly, 
most of the modern franchises include a term entitling the 
local authority to acquire the public utility business after 
a period or under certain conditions. Though the absence of 
such a provision does not prevent the possibility of its 
public acquisition, its positive mention has the healthy 
effect of minimising the controversy on the question and of 
preparing the proper background for all the parties 
concerned. Further, the provision in the franchise may 
include an enunciation of the broad lines on which the 
purchase consideration to be paid by the local authority has 
to be arrived at. Such an enunciation would greatly reduce 
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the diversity of negotiations at the actual time of trans¬ 
ference of business from private to public hands. 

PROBLEMS OF OWNERSHIP AND MANAGEMENT 

Public utilities present a far stronger case for public 
ownership and management than other industries, since 
these are engaged in the supply of basic needs and 
indispensable products and touch the social, economic and 
political life of the community at many points. Being 
provided with monopoly powep, public utilities, if 
left to themselves, are likely to exploit the public. 
This is more so with regard to water and gas, though 
the possibility with regard to gas is much less. 
The case of tramways is a bit different due to the presence 
of indirect competition. Moreover, if good service for 
reasonable fare is not provided, people might prefer to 
walk. The case of electricity is more akin to that of 
tramways due to the presence of indirect competition and 
the demand being somewhat elastic. Inspite of the 
presence of indirect competition, both in the case of tram¬ 
ways and electricity, the interests of consumers may not 
be well served. A tramway company, if left free, might 
provide service for that part of the city which will be 
most profitable for it. Similarly the electricity company 
would limit itself to selling current in the densely 
populated part of the area it serves so as to keep the 
distributing cost as low as possible. Besides, although 
competition tends to modify prices and keep them within 
reasonable limits it may not always be strong enough to 
do so actually. 

Hence, for the reasons mentioned above it will not be 
desirable to leave a public utility undertaking entirely 
free. Either there must be some degree of control over the 
monopolist or the undertaking must be nationalised or 
municipalised. 

Various methods of control are generally adopted. 
Some people suggest control over these undertakings by 
the municipality participating in the management of the 
undertaking either by holding a controlling interest or 
without having such interest. Control is also exercised by 
controlling the price to be charged by fixing the maximum 
selling price or by sliding scale method, dividend to be 
declared, quality of product, pressure to be maintained. 
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According to many, the method of control does not always 
prove satisfactory due to the difiBculty of drafting a lease 
entirely satisfactory to both the parties. Moreover, the 
more the number of public utility undertakings managed 
by private bodies, the more the interference with public 
amenities. The presence of these difficulties makes out a 
case for municipalisation of public utility undertakings. 

The problem of the nationalisation has already been 
discussed in the previous chapter and most of the 
arguments which have been advanced for and against 
nationalisation and the conclusions arrived at hold equally 
good here. We can only reiterate that there can be no 
general rule on the subject of public ownership and 
management of these undertakings. Each must be 
considered on its own merits. However, considerations 
of public health and general welfare strengthen to a great 
extent the movement in favour of municipalisation of 
undertakings supplying water and to a lesser extent gas, 
tramways and electricity undertakings. 
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CHAPTER XIII 

INTERNAL ORGANISATION 

Efl&cient and smooth running of any institution depends 
largely on the internal organisation of the undertaking. 
The term ‘ organisation ^ implies determination of duties, 
and their proper assignment among the various personnel 
of the business unit, co-ordinating and combining all such 
activities in the most efficient manner for achieving a 
certain end. The questions which present themselves are, 
firstly, to chalk out the line of authority and secondly, 
whether there are any well-recognised principles which can 
fit in with this or that business unit. 

The personnel of any business unit consists of superior 
executive officers, ministerial staff and workmen, the last 
category coming in large numbers if the unit is a manu- 
fatcturing concern. Above the superior executive officers 
are some who are responsible for dictating and formulating 
the general policy and direction of the undertaking. On the 
assumption that a business unit is organised on the joint- 
stock principle, it is then the board of directors, which 
formulates the policy and sees that these policies are given 
effect to. From this, it should not be imagined that the 
bqard by itself will always do the work best. It is better 
if the board takes into confidence some of its important 
superior executive officers, as it is they who will have to 
execute the. policy and they are the people who can say 
what will work satisfactorily in the business unit. The 
need for taking the senior executive officers into confidence 
is the greater, the larger the size of the business unit, as 
the less is the scope for the board to come into intimate 
touch with the personnel. 

There are three principles which have been well 
recognised in the factory organisation. They are (a) The 
Departmental System (6) The Functional System and (c) The 
Staff and Line System. 

DEPARTMENTAL PLAN 

This system divides the whole organisation into 
different independent self-contained departments, making 
the head of each department responsible for all the work 
done in his department. He is to look to all aspects of the 
1393—16 
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work relating to his department. He has the full authority 
over the selection and appointment of his own labour and 
staffs and he is to plan his own production, make his own 
purchases, fix the wages and salaries of all the employees 
under him, maintain his own costs and other records, and 
do the investigational work of his own department. So 
the efficiency with which he is able to discharge his duties^ 
depends upon the fact of being himself efficient in every 
aspect of the work, which is not generally the case. No 
one can be expected to be an expert in every line of work. 
So long as the size of the business unit is small, it may be 
to a certain extent possible to look to all aspects of the 
business, but as the unit grows in size it becomes im¬ 
possible for even a most capable man to do so, and that too, 
efficiently. This method works satisfactorily as long as the 
size of the unit remains small and there is no intention on 
the part of the proprietor or proprietors to enlarge it, as a 
change over from one type to the other will involve cosider- 
able difficulties at a later stage. Success under this 
method depends greatly upon the individual concerned— 
the departmental head. But it should be the aim of the 
authorities concerned so to organise the unit as to enable 
it to grow and expand without the least'Mislocation despite 
changes in the personnel. 

The advantages claimed under the system are, that it 
affords opportunities for taking quick decisions and brings 
out effective co-ordination. This system can well be 
adopted for business units of small size where the scope of 
each activity of each department is sufficiently narrow. 

FUNCTIONAL PLAN 

Under this plan all the work done in the factory is 
first analysed and divided into various components. The 
division of work into various components has to be made 
in such a way that each work may be clearly distinguish¬ 
able from the others, that each forms a compact group of 
independent but associative activities, demanding the use 
of similar type of skill and abilities and technique, and that 
each can be controlled by a single individual. Each 
function is thus segregated. It reduces the range of 
responsibility of each of ihe personnel, and thereby creates 
opportunities for minute specialisation of work. Individuals 
specially qualified for the purpose are selected, and each 
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one is placed in charge of one such function common to all 
or several departments, instead of being asked to look to ail 
aspects of the work as in the departmental system. 

Advantages claimed under the system are: (a) the 
attainment of greater efficiency owing to placing each 
function under one expert, who brings to the organisation 
the specialised knowledge he has acquired and (6) the 
business unit is capable of being expanded without any 
dislocation or loss of efficiency, and so the limit of expansion 
of the unit is not reached so soon as is the case under the 
departmental plan. 

As regards the drawbacks, it may be pointed out that 
as each work is divided and subdivided the whole process 
becomes intricate, and with an increase in the splitting up 
of the work there arises the danger of a lack of co¬ 
ordination. It is inevitable as the work is passed down 
and down through the hierarchy. To get over this draw¬ 
back there must be instituted centres of co-ordination at 
strategic points. Generally the functional heads or the 
foremen concerned have to look after this aspect of the 
problem. They have to co-ordinate all the functional 
activities in relation to the particular process under their 
care. It may also be necessary to set up committees 
composed of representatives of the various functions whose 
work require constant co-ordination. 

The other pitfall under the functional plan, not in the 
departmental plan, is that no one single functional head 
can be made definitely responsible, unless it is very obvious, 
for any unsatisfactory result. For unsatisfactory results, 
every one of the functional heads have enough opportunity 
to evade responsibility. To take an example, a rise in the 
cost of production may be due to a rise in the wage cost or 
raw material, or faulty design, or a combination of these 
factors, for each one of which there are different functional 
heads. A good and elaborate cost-accounting system may 
be able to detect what is at fault. But a thorough cost 
accounting system though desirable is not generally to be 
found in an average unit owing to the cost involved. The 
other method devised to get over this difficulty is the 
method of budgetary control. 

A budget, in short, is nothing but an estimate of income 
and expenditure of any institution for the coming year or 
any other short period. It may take different forms ; it 
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may be a mere estimate without proper consideration of the 
past data or of the future developments and needs. A 
budget worth its name cannot be really prepared without 
proper consideration of these two factors. Each functional 
head must prepare his own budget for presentation to the 
general manager. Budgets submitted by the different 
functional heads are then co-ordinated and brought into 
line with the guiding policies of the concern. Once the 
departmental budgets, and on the basis of these the main 
budget, are prepard, it becomes easier for the different 
functional heads to know the ‘ target * which they strive to 
attain. This striving on the part of the authorities for the 
goal as shown in the budget is one of the important purposes 
for which budgets are prepared. They at the same time 
provide the chief executives with a control device by 
offering them the opportunity to compare actual results 
with the budget figures. Disparity between the actual and 
budget figures should be enquired into, irrespective of 
whether the actual is lower or higher. Such critical 
examination will reveal the defect which must be rectified. 

The success or failure of the business unit as a whole 
may be judged by the net profit earned. But the efficiency 
of each functional head cannot be judged on this basis as 
the question of net profit for each department under a 
functional head does not arise. In this case budget figures 
serve as a standard by which to judge the result and nobody 
can really avoid responsibility. It prevents the time- 
honoured game of passing the buck 

The presence of a large number of functional heads of 
equal rank may lead to an occasional conflict of authority. 
Under this plan success can be achieved when all functional 
activities are properly co-ordinated and interlinked, for 
which purpose functional committees are set up to meet at 
regular inttervals. These committees discuss problems of 
associated functions and try to achieve the final goal 
through constant co-ordination. 

STAFF AND LINE SYSTEM 

This system divides the work of administration of 
business units into two broad divisions. The one—Staff—is 
responsible for planning and the other—Line—for the 
actual execution of the work. This method is better than 
the departmental plan in as much as it has brought into 
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prominence the fundamental distinction between planning 
on the one hand and actual execution of the work on the 
other. It leaves those in charge of planning to concentrate 
on one aspect of the problem. All matters connected with 
the formulation of the policy, analysis, comparison, record¬ 
ing, research, advertising etc., are in the hands of the staff. 
In short, all deliberative functions are assigned to them. 
The staff indicates what is to be done, how, when and by 
whom the work is to be done, and the line is to arrange the 
actual execution of the work planned by the staff. The staff 
may be thought of as an advisory and supplementary body 
to the line. 

It may be said that this system has been evolved to 
combine as far as possible the best features of the first two 
systems mentioned above. The line may be organised on 
the departmental principle, but as the staff is there in 
charge of deliberative functions, it makes the line work 
according to the standards and principles formulated by 
analytical observation and research. There is thus a 
specialisation of functions to a certain extent, and this 
relieves much of the time of the sectional or departmental 
managers of the line so that there may be efficient execution 
of the work on their part. Here, then, there is much more 
scope for the growth and expansion of the business unit 
than in the pure departmental plan. 

ADMINISTRATION CHART 

Whatever principle may be adopted in the matter of 
internal organisation, the first essential consideration for the 
management to face is the proper assignment of duties 
among the various personnel and groups. The assignment 
of duties implies that there are some who must assign and 
others who must carry out the duties assigned to them. 
From this it follows that those who are to take orders from 
others are subordinate to those from whom they take orders. 
This brings us to the question of determining the relation¬ 
ship of authority and subordination that should exist among 
the various personnel and groups; and it is a matter of great 
importance to decide who is to be in the position of 
authority and who is to be in the subordinate position, or 
in other words, determination of the principle to be followed 
in fixing the position of an individual in the hierarchy of 
the organisation. Generally the principle to be followed is 
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that the greater the responsibility attached to the post, 
the higher will be the position in the hierarchy of the 
individual holding that post. 

The relationship that exists between various personnel 
of a business unit when diagrammatically represented 
becomes an administration chart. Such a chart enables one 
to visualise the organisation as a whole and to study the 
interdependence of the various functional aspects of the 
business unit, and indicates to all the employees of the 
undertaking, from top to bottom, the position they hold in 
the organisation. 

Proper care and attention should be bestowed in 
drawing up such a chart. When a chart is drawn up the 
authorities must see whether it works v/ell or not and if 
found satisfactory then only should it be finally approved, 
and little adjustments may be made as and when necessary 
to suit particular circumstances. This partly explains 
why an administration chart does not present always a 
true picture of the firm^s organisation as it is to-day. But 
this should not mean that a chart once drawn up should be 
allowed to change very often, as this will defeat the very 
purpose of the chart. At the same time it should not 
preclude the idea of being made flexible so as to adapt itself 
to changing conditions. It is also important to add here that 
there cannot be one standard chart which will fit in with 
each and every undertaking. The organisation chart of any 
unit will be materially affected by its size, the nature of 
the process of production, and the policy. One can only 
lay down certain general broad principles in the drawing 
up of the chart, which must be amended to suit each indivi¬ 
dual case. 

The organisation chart that follows should be studied 
in the light of the principles discussed above. The chart 
drawn is merely suggestive, in a general way, of the 
division of work and responsibilities among the various 
personnel. In drawing the chart it is assumed that the 
business unit is a manufacturing concern organised as a 
jointstock company. 

The first thing to do in drawing the chart is to divide 
the work of the business unit into various components so 
as to segregate each function for assignment to a functional 
head. In a small or medium sized business unit it may be 
necessary to put more than one function in charge of a 
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functional head, if the total work involved is not burden¬ 
some and is fotmd to be economical considering the size of 
the unit. On the other hand, if the size of the business 
unit is very big, it may be necessary to further subdivide 
the function, than is shown in the chart that follows. In 
general the work may be divided into five broad functions, 
namely (1) Secretarial (2) Financial (3) Production 
(4) Personnel and (5) Distribution, functional heads for 
which are the Secretary, the Chief Accountant, the 
Production Manager, Chief Personnel Officer and the Sales- 
Manager respectively. 


Share Holders 
Board of Directors 

I 

General Manager 

I 


Secretary Chief Production Chief Sales 

Accountant Manager Personnel Manager 

Officer 

Shareholders are the proprietors of the concern* 

Board of Directors dictate the general policies of the 
undertaking in consultation with the functional heads 
individually or collectively. The work of the board 
is primarily administrative in character. Formulation of 
policy is not enough but the board must also provide and 
maintain an organisation competent enough to execute its 
policy and see to what extent the policy is proving 
successful. (Duties and responsibilites of the Board have 
been discussed in detail in chapter V). 

The General Manager's function is administrative-cum- 
supervisory in character. He is the chief executive head. 
He is the connecting link between deliberative and 
executive functions. He is responsible for proper 
execution of the policies formulated by the board. 



248 FUNDAMENTALS OF BUSINESS ORGANISATION 


SECRETARIAL FUNCTION 
Secretary 

I 

I I .. 

Correspon- Maintenance Meetings Issue Dividends 

dence and of office records, and of Share and 
Filing Statutory Minutes Certifi- Income- 

Books, Filing thereof cates, tax 
of Returns, Transfer of 

etc. etc. etc. Shares etc. 

Every jointstock company must have a secretary. His 
duty is to look after office organisation and management. 
The nature of work he is asked to perform is legal-cum 
administrative in character. (His duties and responsibilities 
have been described in detail in chapter VI). 

OFFICE LAYOUT 

The office is the nerve centre of the business organism. 
The secretary must give due consideration to the proper lay¬ 
out of the office. The office must be well lighted and 
ventilated and properly equipped with office machinery and 
appliances so that the work can be carried on efficiently 
with the least amount of physical strain. The central office 
is to be so located as to facilitate inter-communication and 
easy accessibility from the various sections of the office. 
Due consideration is to be given to the matter of economy 
of space as well as to the needed privacy. Provision has to 
be made for the reception of visitors. 

An office of moderate size should generally be divided 
into various sections, preferably on functional basis, 
depending on the nature of the work. Each section will be 
in charge of one senior experienced man who is called the 
Head Assistant or the Sectional Head. 

CARE OF CORRESPONDENCE 

Correspondence is an important work in every office 
which must need considerable attention of the secretary. 
All important correspondence must be signed by the 
secretary or at least receive his previous approval before it 
is despatched. It is essential to maintain a proper record 
of all incoming and outgoing letters. All incoming letters 
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are recorded in the ^ Letters Received ^ Book and all the 
outgoing letters are recorded in the ‘ Outward Correspon¬ 
dence ^ 'Book. Both these books are ruled in such a manner 
as to record the number, the date of receipt or despatch^ 
name of the party from whom received or to whom sent, 
subject matter in brief. In addition the inward correspon¬ 
dence book should have a column to indicate the section to 
which the correspondence is sent and the outward corres¬ 
pondence book a column to indicate the amount of postage 
involved in the despatch of the letters. 

Correspondence department is generally centralised. 
All letters, packets etc., are opened by a clerk in the 
presence of a senior oflBcial. They are then entered in the 
inward correspondence book stamped and numbered and 
then sorted for distribution to various sections. 

INDEXING 

Every oflSce should maintain a proper record of all 
inward and outward correspondence as well as records 
relating to purchases, sales, credit, cost, wages and 
salaries, production etc. It is but desirable to introduce a 
system by which such papers and documents can be easily* 
located and made available as and when necessity arises. 
This is achieved by introducing a good system of indexing. 

Index means an indicator—an instrument of search for 
specific information irrespective of the form of literature 
embodying it. Indexing means the tabulation of specific 
information on an index which may be in a book, card or 
any other form, indicating where the material relating to 
the individual or the subject can be found. When indexing 
is done in the book, alphabetical index is done at the 
beginning of the book. But card indexing is the better of 
the two systems. Generally, one card will be used for one 
constituent. These cards will be kept in a cabinet with 
convenient drawers threaded on a rod passing through the 
drawer, the cards being made to stand on their edges. The 
cards are arranged alphabetically dictionary-wise. In card 
indexing, cards, if made of convenient sizes, offer opportu¬ 
nities to note in them the address and particulars of a 
constituent, the folio in the ledger in which their account 
is kept and the number of the folder in which the 
correspondence is filed. Card indexing is thus an index 
plus the thing indexed. This system is capable of 
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indefinite expansion and can be always kept alive and up 
to date in as much as new cards can be easily introduced 
and dead cards removed. Other advantages of card index¬ 
ing are that the system is applicable to every department 
of office work, it is comprehensive, it is never outgrown 
like a book index, it is perpetual in the sense that there is 
no need to compile a new index. In card index every¬ 
thing appertaining to one matter will always be found 
together while in book index the indexing of a particular 
matter may be spread over several index books. 

FILING 

An efficient system must also be introduced for 
preserving all the inward correspondence and copies of all 
outward correspondence as well as documents, technical 
papers, specifications, drawings invoices and vouchers etc. 
The need for referring to all these will not arise every day 
and so they must be kept in a safe, secure place but at the 
same time they must be easily accessible for the purpose of 
reference. In many a case there is a continuous link 
between the inward and outward correspondence of a 
constituent and hence it is better to file the copy of the 
answer to a letter with the letter to which it is an answer. 
The ojectives of safe custody and easy accessibility for 
future reference are achieved either by docketing or 
introducing any one of the systems of filing—flat or vertical. 
Docketing and filing thus aims at preserving the office 
papers in an analytically classified and well arranged form 
for ready reference. To facilitate easy reference certain 
principles are followed. The papers to be preserved are 
analysed according to subject matter or geographical, 
chronological or alphabetical order as may be found 
convenient. A good filing system is one which is simple, 
adaptable to current and changing requirements, elastic, 
readily accessible, comprehensive and live. Finally, the 
system must be quite suitable to the needs of individual 
business. 


DOCKETING 

Docketing is one of the most ancient systems of filing 
office papers which in these days are used by smaller 
commercial firms, and offices maintained by professional 
people. Each letter to be filed is folded lengthwise and as 
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far as possible an attempt is made to reduce all papers to a 
common width. Letters received from or copies of letters 
sent to each constituent is wrapped in a thick paper of the 
same width folded lengthwise on which a liote is made of 
the name and address of the constituent with the briefest 
possible note of its contents. This is known as docketing* 
Each letter having been docketed is placed in the pigeon 
hole marked with that letter of the English alphabet with 
which the surname of the constituent begins. Generally 
twenty six .pigeon holes, corresponding to twenty six 
letters of the English alphabet, are provided on a standing 
wooden cabinet. At stated intervals these pigeon holes 
are cleared and the letters sorted, both alphabetically and 
in order of date and then tied in bundles, each clearly 
numbered and marked to facilitate future reference and 
sent to the record room. 

FLAT FILING 

Having classified the office papers in any one of the 
manner mentioned earlier they are put in different files. 
They are made of card board covers with mechanical 
device for easy attachment or detachment of papers without 
disturbing the rest. These files open like a book and the 
alphabetical divisions are indicated with the help of guide 
cards. This arrangement facilitates easy reference. When 
the files become full they are replaced by new sets as the 
cost of such files are not heavy. The old sets are sent to 
the record room, after new sets replacing the old, are 
cross-referenced to the corresponding file of the old. The 
type of filing described above is known as ‘‘ Pilot filing. 
The other common type of flat file used is the ** Shannon 
file. In this system a cabinet, divided into a number of 
compartments or drawers, is used in which the corres¬ 
pondence having been classified in any one of the manner 
mentioned earlier, is filed by various mechanical devices. 
The drawers are indexed to facilitate easy reference. Pilot 
and Shannon files come under the category of flat filing as 
the papers filed lie fiat in these filing systems. 

VERTICAL FILING 

Some prefer the vertical system of filing to flat filing* 
They find it more convenient to handle the files when they 
are kept upright in the drawer, as with the opening of 
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the shelves all the files can be seen^ unlike under flat 
filing and the one required can be easily picked up. Files 
or folders are used in which papers or letters are fastened 
by mechanical device. The folders may be arranged in the 
drawers alphabetically, geographically or in any other 
convenient manner. Folders are indexed by dividing the 
drawers containing them into divisions, each for one letter 
of the English alphabet dictionary wise; each of the 
divisions is indicated by a thick card board with a project¬ 
ing end at the top bearing the letter of the alphabet. 

In offices where correspondence is very heavy and the 
number of correspondents is very large, it is found 
convenient to give a number to each folder or file, each 
number indicating a particular correspondent. Indexing 
in such a case is done by the method of card indexing. 

In each of the two systems of filing described above old 
and out of date papers are removed and sent to the record 
room to make room for current ones at stated intervals. 

f 

FINANCIAL FUNCTION 
Chief Accountant 


Cashier Ledger-keeper Internal Audit 

The chief Accountant is in charge of the financial 
function. He should be consulted by the board in the 
formulation of its financial policy. He should be consulted in 
the matters of issue of shares, debentures or other forms of 
borrowing or lending. He must prepare the annual budget 
in proper time. He has cashiers and book-keepers under 
him to maintain and write the financial books. In large 
institutions it may be worth while to have one qualified 
accountant in charge of audit. For disbursement of petty 
cash it is desirable to introduce the imprest system of 
petty cash. 

PRODUCTION DEPARTMENT 

The Production Manager is to look after all problems 
connected with production in the business unit. He must 
see that production is carried on strictly according to 
schedule with the lowest possible cost. He must be a 
thoroughly specialised trained man in production engineer¬ 
ing relating to the particular industry concerned. 
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PRODUCTION MANAGER 


Purchase Chief Production Experi- Works Factory Cost 

Superin- Draughts- Planning ment Mana- Planing Accoun- 

tendent man and and ger Engineer tant 

I Control Research 

Superin¬ 
tendent 
of Stores 


FOREMEN FOREMEN 


Time Route 
Study Clerk 
and 
Rate 
Fixing 


Instruc- Shop 
tion Disci- 
Card plina- 
Clerk tion 


Gang Speed 
Boss boss 

L I 

I 

WORK 


Repair Inspector 


MEN 


WORKMEN 


The chart above clearly shows that the production 
manager has to look to a number of activities. He is, 
however, assisted by a number of sub-executives. For a 
proper co-ordination of the activities of all of them, the 
production manager should hold periodical conferences 
with these executives in the production department. This 
will offer opportunities for exchange of views in regard to 
any modification of existing methods or process of work 
and will often help to remove any cause of misunderstand¬ 
ing. Such conferences will also clear bottle-necks, if any, 
that impede production. 

A proper supply of necessary raw materials, tools and 
stores is the first requirment in the production department. 
Efficient purchase, storing and supply of all these materials, 
go a long way in efficient production. The officer in charge 
of this is known as * Purchase Superintendent \ The 
Purchase Superintendent must have a practical grasp of 
production requirements and also possess technical 
knowledge about the material he is asked to purchase. He 
must be always in close touch with market quotations 
pertaining to the product and be able to make an intelligent 
study of the trend of price movements in general and of 
those raw materials and others which the business unit 
makes use of, in particular. It is the duty of the purchase 
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superintendent to see that the supplies of raw materials etc., 
are always in stock so that no work of any department is 
held up due to lack of these. Such lack of supplies involves 
serious consequences. Men and machines may be kept idle, 
delivery of the goods held up, and the whole production 
programme disorganised. On the other hand, the amount 
of stock should be kept down to a reasonable level in view 
of the fact that the value of stock represents capital lying 
idle. Generally, the works manager in consultation with 
the accountant, progress manager and foremen, must decide 
the maximum and minimum amounts above and below 
which stocks must not be allowed to go. All purchases 
must be based on properly authorised requisition. 

STORES SUPERINTENDENT 

Materials purchased must be properly accounted for ; 
and for this, efficient store keeping is necessary. The stores 
Superintendent must see that soon after the purchases are 
made they are brought to the store and entered in the stock 
register. Stock register must be so maintained as will 
enable the store keeper to tell at any time exactly how 
much of a particular material he has in stock, and exactly 
where it is kept so that it can be issued with minimum 
loss of time. No material should be allowed to go out of 
the store except upon the authority of a written requisition. 

When material enters the stores, the quantity is 
entered on the stock card, and this quantity is added to the 
amount already in stock to give the balance. The amounts 
issued are simultaneously recorded and subtracted from 
the quantity in stocl: to give the balance. This method is 
known as perpectual inventory. When the stock falls below 
the prescribed minimum, attention of the purchase superin¬ 
tendent is drawn to this, who looks to its replenishment. 

CHIEF DRAUGHTSMAN 

The drawing office is an important section of produc- 
ion department. A Chief Draughtsman is in charge of this 
office. Production of any article demands designing and 
drawing of the same before actual production operation is 
begun in the shop. Each design, before it is worked upon, 
should be approved by the works manager as he is the man 
in charge to get the work done in the shop. This ensures 
examination of each design from the production point of 
view. The main ftmctions of design may be said to be to 



INTERNAL ORGANISATION 


255 


draw up complete specification listing all components 
and materials required, and showing the order of sub- 
assembly and final assembly and then convey such infor¬ 
mation to the persons engaged on manufacture. This 
ensures mechanical, structural and electrical soundness of 
each job and completion of the same as conceived. 

FACTORY PLANNING ENGINEER 

The lay-out of the factory must be carefully planned 
much in advance of commencement of production. The 
lay-out must provide for uninterrupted flow of parts 
through the shops, adequate internal transport, convenient¬ 
ly placed stores, inspection departments etc. It is suggested 
by experts that a lay-out should be planned for at least five 
years ahead. Proper lay-out ensures efficient production. 
Once the factory has been built and equipped, production 
planning is limited by the conditions prevailing, and if the 
various departments are not suited to their best relative 
positions, chaos and inefficiency is bound to result. 

It is desirable to consider the following factors in 
determining factory lay-out. Location of site, capital, type 
of buildings and equipment required, space for expansion, 
internal and external transport, heating, lighting, ventila¬ 
tion and sanitation. In addition to this, local laws and 
restrictions, if any, have to be considered. Finally, a 
compromise must be ' effected between the ideal and 
economically possible. 

There may be neither any need nqr it may be possible 
for a small or medium sized business unit to engage a 
whole time factory planning engineer. In such a case it 
may have a consulting engineer. 

PROi;UCTION PLANNING AND CONTROL 

It is always desirable to foresee and overcome all 
difficulties before production commences rather than face 
them as they arise. This is specially so under modern 
production methods. Production planning and control try 
to achieve this. A small factory wherein the number of 
workmen does not exceed a few hundreds may be better 
managed under the personal control of one man than by an 
intensive system of organisation. But in a big factory 
individual control is a practical impossibility and so it has 
to be replaced by production planning and control system. 
This aims at giving each individual a clearly defined task 
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or responsibility and co-ordinating all individuals into one 
smooth running machine. A production programme is 
necessary in order to ensure that all men and machines are 
kept constantly working and progress is maintained 
according to schedule. 

Responsibility for actual execution of work rests with 
the works manager. He has under him a number of 
foremen, each assigned a particular responsibility in the 
completion of the task. The Production Planning Engineer 
has also a number of foremen under him. (Work of all 
these foremen have been described in detail in the section 
^ Modification of Organisation ^ in the chapter on ‘ Scientific 
Management 

The dotted line joining Production Planning and 
Control and Works Manager indicates that the two depart¬ 
ments must work in close harmony. Both these depart¬ 
ments are, after all, directly responsible for the completion 
of any work. 

FOREMAN 

Foremen are an important link in the systematic 
organisation of an industry as they are in direct contact 
with workers. When the number of workmen is large, 
foremen are assisted by ^charge hands^ Foremen represent 
the management to the workers. It is correctly stated that 
the workers interpret the attitude of the foreman as that 
of his superiors, and the management interpret his attitude 
as that of the workers. He, therefore, holds a key 
position between the operatives and the administrative 
staff. He is the supervisor and controller of the activities 
of the workers in his section and it is one of his duties to 
advise the management if any of their instructions are 
likely to produce adverse results due to any unforeseen 
circumstances. 

A foreman must maintain discipline among the 
workers, assign duties to them, give necessary instructions 
and supervise their activities. He has a responsibility to 
maintain the quality of the goods produced under his super¬ 
vision. He must be cost conscious so as to be able to keep 
all costs in his own department down to minimum. He 
should assist the costing department by ensuring accuracy 
of records of both direct and indirect charges. 

It is not necessary for a foreman to be the best crafts- 
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man at every process in the department, but he should 
have an intimate knowledge of all operations and be able to 
show how a job should be done, when necessary. He 
should have a practical and theoretical knowledge of the 
work and should know how and also why it is done, and 
should be mechanically minded. 

A foreman must be able to offer suggestions to the plan¬ 
ning department, which is responsible for drawing up the 
machine lay out and operations, specifying the machine 
tools and materials, issuing operation sheets and giving 
time rates. His co-operation with the personnel officer is 
also essential so that labour requirements for his depart¬ 
ment can be supplied without delay. He must co-operate 
with the training department in training the workmen. 

It has just been mentioned that a foreman need not be 
the best craftsman but this does not mean that his position 
is in any way less important. Numerous new processes 
and mechanisation of modern industry and the complicated 
system of planning, rate fixing, time and motion study, the 
various systems of wage and bonus payment, etc., call for a 
higher grade of intelligence and training in the efficient 
discharge of the functions of a foreman. No matter how 
much planning has been acompluhed, results cannot be 
obtained without the work of the foreman. 

STATISTICAL QUALITY CONTROL 

Another important aspect to which the production 
department must give its constant attention is the mainte¬ 
nance of the quality of the product produced in the factory. 
The complaint so commonly heard against indigenous goods 
is that no two things of the same category are alike in 
quality and this is unfortunately true to a large extent. 
This is due to lack of standardisation in our manufactured 
goods. The same remark applies with regard to many 
of our agricultural commodities. The result is loss of 
markets both for our agricultural as well as manufactured 
goods at home and abroad. In spite of a strong nationalist 
propaganda, and the wide-spread inculcation of the Swadeshi 
habit among Indians for a good many years, there is still a 
large section of the discerning public which feel rather 
hesitant to meet all their requirements solely by goods of 
Indian origin, for the obvious reason that such goods are 
not reliable. 

1393—17 
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In India standardisation and quality control has not 
received the attention they deserve. The visit of Dr. W. A. 
Shewhart, the American Expert on quality control to India 
during winter of 1947-48, has engendered in the minds of our 
industrialist, the statistician and the Government a keen 
enthusiasm on the subject. It is said, pioneer efforts have 
been in progress at Tata Iron and Steel Works at 
Jamshedpur, and the Calico Mills, at Ahemedabad. During 
his three months’ stay in India, Dr. Shewhart visited a 
number of factories and he was much struck by the 
wastage arising from uncontrolled heterogeneity in the 
products of one industry which form the raw material for 
another industry. These wastages were due to raw 
materials and semi-finished products to be used for further 
production not conforming to standard specifications. 
Selection of right type of raw material is one of the most 
important elements in successful industria] production. It 
has rightly been observed by Sri C. Rajagopalachari while 
presiding over the Conference on Standardisation and 
Industrial Statistics at the Indian Statistical Institute, 
in Calcutta in 1948 that “ Standardisation which supplies 
patterns, is as essential to industry as culture to social 
life”.i 

Every manufacturer must see that each and every 
product of his factory satisfies the quality test. The quality 
of each product must be within the tolerance limits deter¬ 
mined earlier. A production process can l>e regarded as com¬ 
pletely satisfactory, only when the quality characteristics 
of the sequence of products show none otLv.-r than random 
variations. But there is the practical difficulty of testing each 
and every individual item of products when they are manu¬ 
factured in large quantities. It is here that the ‘ Statistical 
Quality Control ’ technique becomes of vital significance in 
that it provides a method whereby one can test a few 
samples and draw intelligent conclusions regarding the 
rest. It has rightly been pointed out thal ‘ Statistical 
Quality Control is the science and art of making the most 
economic use of material and human resources for produc¬ 
tion of goods to satisfy human wants. It comes into use at 
all stages of industrial work, namely research, specification, 
production and inspection. ’2 

1. Sankhya- the Indian Journal of Stastistics Vol. 9 Part T p. 59. 

2. Ibid p. 51 
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COSTING DEPARTMENT 

The ejfficiency of a production department depends on 
high rate of output combined with low costs. Cost of 
production must be kept down to minimum possible level. 
It is the cost accountant who is to determine whether the 
cost is rising or not. In addition to the determination of 
the actual cost of the article, cost accountancy will reveal 
the fluctuations in the same, item by item, that go to make 
up the total cost. It will thus reveal to the management 
any ineflficiencies either in the use of machinery and 
implements or waste of material or time. It also serves as 
means of control and check on the employees by detecting 
leakages or waste of material and labour, both intentional 
and accidental. Accurate costing is also helpful in providing 
data for estimating. 

Cost accounting is further necessary to allocate properly 
the burden of expenses of material and labour, direct and 
indirect among the various items, so that no one depart¬ 
ment, process or product is asked to bear charges and 
expenses which should be equitably charged to another. 

The cost accountant must submit cost reports which 
should be circulated among foremen. Such reports should 
be carefully read and analysed and compared with standard 
cost sheets. Any major disparity between the two should 
be looked into, to find out the reasons. Cost reports may be 
taken as a measure of the foreman's managerial ability and 
efficiency. 

The need for a separate department for experiment and 
research is so evident that it requires no elaboration here. 

PERSONNEL DEPARTMENT 
Personnel Officer 

I__ 

I I " I. I 

Employment Welfare Department ^ Service Wages and 
Bureau I Records Bonus 

—Medical 
—Educational 
—Recreation 

3. The sections dealing with Factors affecting efficiency and 
working conditions in cliapter XVI may be studied along with this 
section with advantage. 
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The Personnel officer has to deal with the employees of 
the undertaking. Handling of labourers is a very difficult 
and delicate task. The Personnel officer is the man directly 
responsible for maintenance of industrial peace within the 
business unit. He is there to lubricate the human part of 
the machinery and keep the production going on. Workers 
are a part of the machine—quite an important part. But they 
are not inanimate objects. Workers are to be treated as 
individual personalities. Their attitudes, impulses, likes 
and dislikes differ very considerably and it is necessary to 
appeal to different types from different points of view in 
order to persuade them to increase their efforts. Thus the 
position of the Personnel Officer calls for a sound knowledge 
and insight into human psychology in its bearing on 
industrial relations. He should give sympathetic considera¬ 
tion to all complaints, grievances and suggestions of 
workers and take necessary action based on actual facts. 
He should not ignore or put aside in an overbearing 
manner workers’ complaints and grievances. Neither 
should he give way easily to all their demands. The 
functions of this department may be summarised as 
follows :—To supply labour of the right type in the 
right quantity to the department requiring them, as and 
when required, to foster good relationship between all 
executives, to ensure safety to workers. Training and 
welfare of the employees is another important function of 
the department. It should be the aim of the personnel 
officer to reduce labour turn over ^ to a minimum. 

It may be useful to follow the following rules in the 
handling of workmen. 

(1) Be fair to all; Do not show favouritism. 

(2) Do not be vindictive. 

(3) Never show discouragement; encourage rather than 
drive. 

(4) Stick up for the man under you. 

(5) Never criticise superiors or workers to other 
workers. 

(6) Never tell a man off in front of others. 

(7) Always give a patient hearing to the workers. 

(8) Set a good example in all things. 

4. This is the ratio of the number of persons leaving the factory 
divided by the number employed in any one period. 
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DISTRIBUTIVE FUNCTION 


Sales Market Packing Adver- Delivery Export Store Sales 
Channels Research tising service Dept, (finished) Record 

goods 

Sales Manager is in charge of distribution function of 
the business unit. The Board of Directors in consultation 
with the sales manager formulates the sales policy. (Parti¬ 
culars about sales policy will be discussed later in the 
chapter on ‘ Funadament^s of Distribution \) 

Market research is another important function to which 
proper attention should be given by the sales manager. A 
proper qualified statistician should be placed in charge of 
this activity. (Particulars relating to market research, will 
be discussed later in the chapter ‘ Fundamentals of 
Distribution \) 

Proper store keeping is essential to avoid loss through 
pilfering. The man in charge of the store of finished goods 
should see that the stock does not at any time fall below a 
minimum figure determined in advance in consultation 
with the General manager and production department. As 
soon as that figure is reached production manager must be 
informed about the supply of required quantity. 

• Packing department and Delivery service department 
are also two important adjuncts of the Sales department. 

If a business unit has good sales in the overseas market 
there should be a separate department to look after the 
export side of the business. Packing department will acquire 
a greater significance in such a case. 

Advertising and publicity work may be assigned to an 
advertisement expert occupying a rank equal to that of the 
sales manager. Any way, the advertising manager has to 
work in close collaboration with the sales as well as 
production manager. Advertising manager has to look to 
the preparation of catalogue, writing of the copy. In this he 
will be assisted by commercial artists. He has also to look 
to the question of the choice of media and other related 
matters connected with publicity. 

DELEGATION OF DUTIES 

In the organisatian chart we find a number of vertical 
lines, one below the other, signifying in addition to the 
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relationship of authority and subordination, the delegation 
of duties from the one whose name appears above to those 
whose names appear below, and as the duties are delegated 
down the hierarchy the range of responsibility is narrowed 
down. The idea of delegating functions inside a business 
unit is nothing but an application of the principle of 
comparative costs in its simplest form. No business man, 
however eflScient he may be, can perform all the duties 
connected with his business eflSciently if the size or the 
volume of the business increases. He feels the necessity of 
delegating some of his duties to his subordinates or 
employees, so that he can do the most important work 
which he has reserved for himself and get the work done 
by others who are considered to be experts in the line of 
work given to them. It goes without saying that no depart¬ 
mental head can consider himself to be superior to his 
subordinates in all aspects of work. By delegating a part of 
his work to his subordinates the superior officer expects 
better performance of the reserved function by him ; so 
also the delegated functions may be better performed. But 
as functions are delegated down and further down the 
hierarchy, the standard of performance deteriorates. The 
head of the business unit must see that this deterioration 
does not reach that limit which will affect the business 
prejudicially, either in the matters of the quality of its 
products or in the cost of production. Delegation may 
inspire the subordinates in the performance of their duties 
as it is likely to evoke a sense of responsibility in them, by 
giving them some chance of showing their initiative in the 
actual performance of their work. 

JOB ANALYSIS 

Proper delegation and assignment of duties among the 
various personnel demand correct job analysis. It involves 
firstly the determination of different types of works or job 
with which the business unit is concerned, and then the 
division of each such work into its constituent elements 
known as ‘ joblets * which are to be allocated to the various 
personnel fitted to do the work. In assigning each joblet to 
each individual, care should be taken to see that each joblet 
is quite distinct from the other and capable of being 
handled or controlled by the individual to whom it has 
been assigned. This last factor is very important in as much 
as the scarcity of the right type of men may compel a 
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business unit to get some of its work done by professio¬ 
nals ; e.g.y a firm may have an elaborate advertising depart¬ 
ment with an efficient head, or it may get the work done 
through professional advertising agents in the absence of 
a good advertising manager. Thus the question of persona¬ 
lities to a certain extent explains the differences in organi¬ 
sation between one firm and another. 

PUBLIC RELATIONS DEPARTMENT 

Any discussion on the internal organisation and 
administration chart of a business unit will be incomplete 
without a reference to the Public Relations Department and 
its activities, the importance of which is now being 
realised. It is said to have had its origin in America where 
it has firmly established a place for itself. 

Any profit or non-profit-earning institution is 
established with the ultimate idea of serving the public. 
A Government of any type, local bodies, educational 
institutions, trade associations are examples of non-profit- 
earning institutions. Though they have nothing to sell in 
the strict business sense of the term, yet their success and 
prosperity is dependent upon the co-operation and goodwill 
of the public. A business unit which has to sell something 
or offer its services for sale to the public cannot afford to 
lose their goodwill; on the other hand they must strive to 
enhance it every day. It is really the Public Relations 
Officer who has a greit part to play in this matter. 

In the pre 2 >ent-day world, the press is the most 
important channel of communicating with the public. 
Other channels, such as the radio, theatre, cinema or 
hoardings, are secondary channels. One may feel that 
these are the media of advertisement and so there is no 
need for a separate public relations officer. But an 
analysis of the activities of the public relations officer will 
bring into clear relief the fact that many of the duties which 
he has to perform do not come properly under the sphere of 
an advertising manager. Mere communication with the out¬ 
side world is of no use. Communications must be of such a 
nature as would give the public a chance to know how and 
what the institution is doing, of what use would be its 
activities to the public, and what more the institution 
proposes to do. 

The whole idea is to get the goodwill of the public, 
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and how to obtain that, is the question. It may be obtained 
if the firm associates itself with civic and social matters 
affecting the locality or the district or the country where 
it is situated. The firm should encourage the employees to 
participate in civic affairs. In addition, the firm may 
subscribe to local charities and also associate actively with 
their activities. It can take part in the exhibitions arranged 
locally. In this connexion it msiy be pointed out how the 
British railways have gained a great deal of credit from 
the organisation of rolling stock exhibitions at principal 
railway centres. These exhibitions are held at week ends ; 
a small charge is made to the public, and the proceeds go 
to local charities. The railway staff have taken a keen 
interest in these exibitions and give their services free, and 
there has always been a large public attendance.^ 

It can offer opportunities to the local press and other 
interested parties to visit the institution and see for them¬ 
selves how things are managed. Filn)s may also be taken. 
House organs may be circulated to outside bodies. Personal 
touch with the local people can be maintained by attendance 
at social gatherings. The letters of dissatisfied customers 
and other members of the public must be promptly attended 
to, and pamphlet literature and descriptive brochures 
circulated among existing as well as prospective customers. 
It is worth drawing the attention of the readers to the 
findings and recommendations of the Indian Railway 
Enquiry committee of 1937 for developing public relations.^ 
The committee found people connected with the manage¬ 
ment of the railway saying, “ What have we to do with 
popularity ? We do our duty. We manage the railway 
with efficiency and economy. Why should we look to 
popular f vour or reward It is unfortunate that such 

an attitude exists and the unpopularity of Indian Railways 
is in no small measure due to the lack of appreciation of 
this important branch of activity. In the opinion of the 
committee the railways must be more assiduous in 
courting popularity than any ordinary commercial under¬ 
taking.^^ 

The activities of the public relations officer mentioned 
above, fall * outside the business unit ^ to get the goodwill 

5. Report of the Indian Railway Enquiry Committee (1937) p, 115. 

6. Ibid Chapter XII p. 113-117. 

7. Ibid page. 113. 
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of the public. But an institution cannot get the goodwill 
of the public without first obtaining the goodwill of its own 
employees. Public Relations Officer has many duties to 
perform which fall ‘inside the business unit \ They are 
of the following nature. Determination of a definite and 
clear policy towards the personnel-policies regarding 
wages, working hours and conditions, leave rules, provident 
fund, promotion, training and education etc. In this 
connexion, the preparation of leaflets and books of standing 
orders and other literature of informative character and 
house organs for internal circulation are useful. It is 
almost self-evident that higher efficiency and greater 
enthusiasm will result if the employees understand the 
significance of what they are doing and what other people 
in other departments in the same organisation are doing. 
This problem acquires greater significance with an increase 
in the size of the business unit. 

All the duties of the public relations officer mentioned 
here may not be new ; but they have acquired a greater 
significance, so much so that the need for a separate 
important official to look into these problems has been felt. 
The efficient discharge of these duties requires abilities of 
a high order and of diplomatic and administrative character. 



CHAPTER XIV 


SCIENTIFIC MANAGEMENT 

It goes without saying that the management of a 
business unit, especially a manufacturing concern working 
under the modern factory system of production, is a very 
complex affair. For its efficient management a mere 
application of rule-of-thumb methods is of no use. The 
efficiency of a business unit depends upon the efficiency of 
its workmen as well as on the system of management 
functioning within the business unit. It was left to Dr. 
F. W. Taylor to develop a science in the management of 
business units which is now considered to be one of the 
best, if not the best, systems of management by which the 
efficiency of the business unit can be increased to the 
maximum possible limit with minimum effort. 

SCOPE 

Originally this system of organisation in the manage¬ 
ment of a business unit was developed for its introduction 
in industrial concerns, especially in engineering establish¬ 
ments. But since then, its application has been extended 
to every kind of business unit, even to trading concerns. 
It is now even extended to the management of offices. 
However, in spheres other than manufacturing or engineer¬ 
ing, technical details of scientific manxgement have no 
application, yet the underlying principles of this system 
can be introduced with advantage in every type of business 
unit. Taylor says that the same principles can be iipplied 
with equal force to all social activities; to the management 
of our homes, the management of the business of our trades¬ 
men, large and small; of our churches, our philanthropic 
institutions, our universities and our governmental depart¬ 
ments.’’ ^ 


MEANING AND ESSENTIAL FEATURES 

The term scientific management implies from its very 
nan^e the ‘application of science to the management of 
business units. A careful investigation is made of every 
problem affecting the management of industrial concerns. 
Such investigationylead, through the study of different 

1. F.W. Taylor: Principles of Scientific Managements 
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methods of doing a work, to the determination of the best 
method of doing it by proper analysis and observation, 
to the proper selection and then training of workmen, to 
the determination of the best working conditions and incent¬ 
ives for the work, to classify into laws and rules the 
methods of work ; and all these definitely constitute a 
science. It also takes the help of science in achieving its 
ends. Ii]^ fact, an attempt is made to develop a science for 
each eleihent of a man’s work to replace the rule-of-thumb 
methodij/ 

We may hear a business manager say that he does not 
apply rule-of-thumb methods in the management of his 
unde^taking. The criticisms of those people who find 
nothing new in scientific management or belittle the manage¬ 
ment of business units as a science found expression in the 
following quotation : There have been no new discoveries 
in the scientific management of industrial institutions. 
Commonsense men have used commonsense methods 
always. The term scientific management is a catch word 
which assumes that industrial institutions have not been 
scientifically managed, which is not the case. My 
experience and the experience of many of my friends have 
been that there has been no new element injected into the 
art of management2 

It may be true that commonsense ideas are there in 
scientific management. But that does not in any way 
minimise the originality of scientific management or the 
designation of the word science in the art of management. 
Even if commonsense ideas are used, it is organised common- 
sense, and it is certainly better than an unorganised 
variety. At the same time one should not forget that 
commonsense does not always give us facts, as it is 
commonsense which leads us to believe that the sun moves 
round the earth, or that longer hours of work implies 
increased output, or that lower wages mean cheaper cost of 
production. This convincingly proves that real common- 
sense is uncommon. It may also be pointed out that much 
of the commonsense of any generation is merely the 
^ience of the preceding one. As we go on examining the 
various principles underlying scientific management we 
shall see whether management may be called a science and 

2. H.W. Drury: Scientific Management — a history and criticism. 
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to what extent old mistaken principles and ideas have to be 
discarded and new ones formulated in their place. 

HISTORICAL 

The term * scientific management ’ received the atten¬ 
tion of the American public, to whom it was first introduced, 
and became a familiar word when the word was used hy 
Mr. Louis D. Brandeis (later Justice Brandeis) in the rate- 
hearing contest^ in U. S. A. in 1910, where he assumed the 
leading position among the attorneys appearing against the 
proposed advance in rates. Thus it is Mr. Brandeis and his 
group who gave currency to the phrase ‘ scientific manage¬ 
ment \ But it is Frederick W. Taylor with his able 
associates Gantt, Barth, and Gilbreath, who thought over 
the problem of management long before 1910. As early as 
1903 Taylor discussed his ideas of managemet in a paper, 
** A piece-rate system and shop management before the 
American Society of Mechanical Engineers. Observations 
made there were the results of his patient research carried 
out for more than quarter of a century preceding that date. 
** The thoroughness and persistence with which he applied 
himself to the accomplishment of his task is eloquently 
vouched for by the fact that on the field of cutting metals he 
carried*on research for 26 years at a cost of 150,000 to 
200,000 dollars, ^ involving 30,000 to 50,000 experiments, 
during which over 800,000 lbs. of steel were cut into chips. 

SYSTEM OF INITIATIVE AND INCENTIVE 

One may ask how scientific management differs from 
other types of management ? The real underlying difference 
between scientific management and other types of manage¬ 
ment will be clear to us if we examine the principles of the 
former ; but it may be asked whether other systems of 
management are to be called unscientific. Even Taylor 
himself did not say so. He differentiated his system of 
management from other types by naming the others as 
management of initjative and incentive Taylor says 
that under the old system, the management possessed less 
skill and trade knowledge than the workers and the latter 

3. Railways north of Ohio and Potomac rivers wanted an 
increase in freight rates, for which an enquiry was institued by the 
Interstate Commerce Commission. 

4. F. W. Taylor : Principles of Scientific Management Jp. 44. 
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have had their knowledge handed down to them by word of 
mouth from one generation to the other. And as the trade 
knowledge was handed down from one generation to the 
other each made some contribution towards improvements 
in the methods of doing the work ; each stage seems to be 
nothing but an evolution representing the survival of the 
best and fittest of the ideas developed since the starting of 
that trade. Never was an attempt made to analyse each 
element of work in a scientific manner to find out the best 
method of doing it. Workers as a rule learned the trade 
from those who were in it previously by word of mouth, 
and consciously through personal observation. The 
management in order to get the best work from its 
employees had to devise a system of incentive which would 
induce the workmen to use their best endeavours, all their 
traditional knowledge and ingenuity and goodwill so as to 
enable the employer to get the maximum return. Under 
the old system thej^nanagement, possessing no better trade 
knowledge than the workers, had to think of evolving a 
system of remuneration such that the workers^ initiative 
would respond to the incentive. It is for this that the old 
system is described by Taylor as the system of initiative 
and incentive. 

Under scientific management, it becomes imperative on 
the part of the management first to acquire the greatest 
possible trade knowledge and to determine the best method 
of doing any work by research and analysis and then to 
train and teach the workman the best method of doing a 
work before he is actually given the work. The problem 
of incentive is present here too, as under the old system, 
but now it is a problem of inducing the workmen not to act 
on their own initiative in the traditional way but to accept 
new methods of work and working conditions determined 
after scientific analysis of all tasks. To quote Taylor ** it is 
this combination of initiative of the workmen, coupled with 
the*new types of work done by the management that makes 
scientific management so much more eflScient than the old 
plan ® ** Under the system of initiative and incentive 
practically the whole problem is up to the workman, while 
under scientific management ftiUy one-half of the problems 
is up,to the management.” ® 

The new system of management is known also as the 

5. Thidp, 37 6. Ibid p. 38 
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** T aylor .System in honour of its foremost exponent* 

TayloiTaiso used the name of ** Task Management. 

/FOUR PHASES OF SCIENTIFIC MANAGEMENT 

The principles underlyiing scientific management may 
be divided into four phases. The first of these centres round 
the determination of the ^task/ and then stimulating the 
initiative of the workmen to do their best. The second 
phase deals with the managerial effort to control the manner 
in which a work is to be done by the workmen, rather than 
the quantity of effort on their part. The third phase deals 
with the modification of the organisation, and the fourth 
phase deals with the mental revolution 

This order of arrangement is not suggestive of their 
relative importance. In fact, the application of scientific 
management implies a simultaneous co-ordinated develop¬ 
ment of all the four phases. One cannot expect to get any 
beneficial result arising out of the application of scientific 
management unless all the phases are developed side by side. 
There cannot be any partial application of it, neither can 
the application of one phase be postponed to the develop¬ 
ment of the other. 

MENTAL REVOLUTION 

This is considered to be the foundation on which scien¬ 
tific management is based. * Mental revolution ’ signifies a 
thorough change in the mental outlook of both the employers 
and of the employees. The outlook of the employees should 
change towards their work as weJl as their employers. 
Workers must realise that their efficiency cannot increase if 
they do not really like the work they do; they must get over 
the ‘ soldiering ^ habit and must discard the traditional way 
of doing the tasks in favour of the method suggested under 
scientific management. Both the parties, the employer 
and the employee, must realise that one cannot prosper at 
the expense of the other, that their interests are not 
antagonistic but are one and the same. The real prosperity 
of both the parties depends upon mutual understanding and 
collaboration. Under scientific management, the manage¬ 
ment comes into contact at every stage of the work with 
the workmen, because it is not only burdened with the 
responsibility of giving proper training to the workmen but 
almost evey act of the workmen is preceded by one or more 
preparatory act of the management. This closita* cohtact 
between the two can result in better and greater co-opipration 
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as well as a better understanding between the two parties. 
Taylcr remarked, “this close intimate personal co¬ 
operation bejjween management and men is the essence of 
modern scientifiic or task management.^’ 

DETERMINATION OF THE TASK 

The importance as well as the meaning of this phase 
will be better appreciated by understanding the problem 
faced by the Taylor when he was an employee of the 
Midvale Steel Company. Taylor, after serving an appren¬ 
ticeship as pattern-maker and as mechanist came to the 
machine-shop of the above company in 1878. Subsequently 
he became a ‘ gang boss ’ and was raised to the position of 
a foreman. While a gang boss he noticed the soldier ing 
habit amo ng the workme n to"J^ commo iw E ven thbu^ 
the wages were paid on a piece rate basis, the workers 
were found to be “"deliberately doing much tesSTthaiT fFey 
wei'c capable of doing. This, he found, was due to 
apprehension in the minds of the workers of a cut in the 
rate if they" were found” to "Fe ^rhing"^m6fe”^tEan the 
management thought reasonable. TThis serious drawback 
of the piece rate system of wage payment is clearly the 
result of the misunderstanding existing between the 
employer and the employee and is due to the ignorance on 
the part of the management as to v/hat actually constitutes 
a day’s work, the capacities of the workmen, and the time 
it takes to do a job. (it is ignorance which.always every¬ 
where fosters misunderstanding, and to remove this, 
'f^&ylor" rightly first tried to flhd out what actually, 
constituted a day’s work add what a man is cajpable of 
doing during a day under certain definite conditions. Jn 
the absence of this information as to the capacity of each 
workman on the part of the management, no workman can 
bo held accountable for his full duty. The obscurity 
regarding this was removed by Taylor by the application 
of his “ time study ” which is one of the most important 
principles of scientific management. 

TIME STUDY" 

The result of the analysis of all the different kinds of 
jobs done in a machine shop revealed to Taylor, that each 
work is the result of the effort of man and machine, that 
each job by a careful analysis could be divided into its 
simple elenoents and that different kinds of jobs, if analysed 
in a'^j^roper scientific manner, could be reduced to a 
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|comparatively small number of fundamental operations* 
iNext with the help of a stop-watch he noted against each 
of these fundamental operations the number ^f seconds and 
^minutes taken by a properly trained man to perform it. 
For all such fundamental operations, the time taken by 
man and machine is added together to find the total time, 
and in arriving at the final total time, ayowance is made 
for rest and other necessary delays. Thus, a standard 
time is~ arrived at by analytical observation of the task as a” 
whole. Care should be taken to see that in making this 
observation, the work of an avarage man and not of the 
fastest or of the slowest should be taken into account. 
Generally two or three men may be selected to do the 
work independently and their average time is taken as the 
time required. 

It is pointed out by the critics of time study that this 
is a costly and complicated affair. And will it not be 
necessary to make a fresh time study every time a new 
task is imposed on the shop ? As to the question of cost aChd 
complication, it may be said that the whole thing must be 
judged from the standpoint of the final result. As regards 
the other factors, it may be pointed out that if there is a 
correct record of all the work done in the machine shop, 
when such work is minutely analysed in the manner 
stated above, and the data relating to them properly 
tabulated, it will be found that whatever task may be 
imposed on the shop will not be found to be really new. 
All the operations classified as “ work done by man and by 
machine will appear over and over again in hundreds of 
different jobs with but slight variation ^ ^, Gantt states that 
during a certain month 92 percent of the new tasks imposed 
in one shop were set solely from data in the office without 
the rate-setter entering the shop at all 

In addition to the determination of a standard time for 
each task, time study facilitates the setting of piece-rate in 
the most scientific manner, which will prevent the creation 
of circumstances leading to any demand on the part of the 
management for a cut in the rate. In fact, time study may 
te c onsidered to be the key to the ^ution of the wage 
problem, Tt has made it possible to make the piece-rate 
item of wage payment a perfect one. 

Taylor advocacy for a scientific determinalaon of the 
task is also advantageous inasmuch as* it elin^ates 
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Everyone, whether he is a worker in a 
factory or a schoolboy, prefers a defin ite tp au indefinite 
task^ as the former does away with the worry. 

The next problem is to see that each workman exerts 
himself to the fullest capacity without any fear of a cut 
in his wage rate. Only the right type of incentive can do 
this, and Taylor introduced his differential piece-rate to 
achieve this end. 

DIFFERENTIAL PIECE RATE 

This was introduced by Taylor with two primary 
objects. Firstly to give a sufficient incentive to the work* 
man to induce him to produce up to his full cap acity, an d 
secondly,‘T:Q~remove theTea r of aTwage cut. No doubt both 
the objectives were achieved. Under this system, as the 
name suggests, there is the piece-rate method of payment, 
but not one rate. There is more than one rate. Xhere is 
one rate for those who reach the standard ; they ^e given a 
higher rate to enable them to get the bonus ; tH^other is a 
lower rate for those who are below the standard, so that 
the hope of receiving a higher rate (which gives a bonus) 
may serve as an incentive to come up to the standard. 
Workmen are expected to do certain units of work within 
a certain time. This standard is determined on the basis 
of time and motion ~~sFu3y. "Such ^scientific "deterTOinattoii’ 
assures the workmen that the standard fixed is not high 
and is within easy reach. On the proper determination of 
the standard lies the success of the scheme. The following 
table will show how it affects the workers. Let the 
standard tim e for the comple tion of 10 units be 8 hours, 
and the piece rate be 0*1 Re. Then the basic "houilyT^ife 
comes up tp 0-2-0 (two anna^ . One who pornpleteV“th6 
w ork within the alloted time ~Is paid wages at the rate 
which is 20% more than the ^sic one7“ ' 


Worker 

No. of units j 
completed in i 
1 alloted time 

Percentage 

of 

Efficiency 

Total 

Amount 

Received 

Basic 

P. R. 

1 

Effective 
P. Rate 

1 

A 

10 ^ 

100% 

Rs. 1-2 

0-1 Re. 

0*12 Re. 

B 

9 

90% 

Re. 0-9 

0-1 Re. 

0*1 Re. 

C 

8 

80% 

Re. 0-8 

0*1 Re. 

0*1 Re. 

D 

11 

110% 

' Rs. 1-32 

10*1 Re. 1 

0*12 Re. 

E 

12 

1 

120% 

1 Re. 1*44 

rod Re. 

1 

1 0*12 Re. 

1 


1393—18 
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It is evident that workers A, D, E are better off, and to 
them the system is good, but as regards D and E who are 
more than 100% efficient, their effective piece-rate remains 
the .same when compared with that of A, who is just 100% 
efficient. Xhus the system serves as an automatic check on 
overworking. ^ To B and C the system seems to be not” at 
^ satisfactory. They feel, and rightly too, that the sys t em 
payV a high premium for efficiency and discounts heavily 
even the slightest inefficiency. Naturally, workers who are 
new to t^ work take some time to reach the standard and 
feel so much aggrieved that there may be strong opposition 
ffom them regarding this scheme. However, it must be 
noted here that under scientific management there will be a 
proper selection of workmen for proper work and they will 
also get proper trainii^ and guidance from the man^ement 
t&ough eight functional foremen. Moreover, the standard 
has been scientifically arrived at. All these factors will 
make cases like that of B, C, D and E to arise very rarely. 
It may not be far from the truth that such cases may not 
arise at all, provided the management really shoulders the 
responsibility with which it is saddled under scientific 
management. ^ 

GANTT’S TASK WITH BONUS AND EMERSON 
EFFICIENCY SYSTEM 

However, many of the associates of Taylor did not see 
eye to eye with him in regard to the merits of his differen¬ 
tial piece-rate method. They were of opinion that such a 
high discoimt should not be made for slight inefficiency. 
They s\iggested a guaranteed day-rate for those who are 
unable to reach the standard. This is what is advocated by 
Mr. Gantt under his plan known as ‘ Gantt^s Task with 
Bonus.’ It is the guarantee of a day-wage that differentiates 
this from differential piece-rate. The original idea of Gantt 
in introducing this scheme was to make it serve as a prepa¬ 
ratory method for the application of the differential piece- 
rate at a later date, because workmen naturally take some 
time in adjusting themselves to the new conditions of work 
under scientific management. Once they Tiave got used to 
the new conditions and formed the habit, the attainment of 
the standard by them will not be difficult, nay, it will be 
easy. A bonus is given to the workers who attain the 
standard, and this is a percentage of the time wage. But 
the percentage is not fix^; it is graduated according to the 
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type of the work, the amount of skill and extertion^ etc.^ 
required for its performance. 

Emerson introduced the plan known as the Emerson 
Efficiency System. The modifications introduced by him 
over the Gantt plan are firstly regarding the bonus. It is a 
percentage of the time-wage, and starts at even less than 
100 per cent efficiency. It generally begins at sixty six and 
two-thirds percent efficiency. The bonus is graduated, and 
its rate increases with increasing efficiency. Of course it is 
very small for efficiency below cent percent. This serves 
as a good stimulus for the workers who, being new to the 
work, are just below the standard. Secondly, the bonus is 
calculated not on a daily basis but on a weekly, fortnightly 
or monthly basis. The period should be neither too short 
nor too long. Too long a period means the deferment of 
the payment of bonus for a long time and so it does not 
give sufficient incentive to workmen to make them work 
harder. The payment of bonus on the basis of the average 
production of a reasonable number of days ensures a greater 
chance of earning a higher amount of bonus. The amount 
of bonus received under this method by a man reaching the 
standard is of course small, compared with that granted^ 
under Taylor^s or Gantt^s plan. This is due to the payment 
of a bonus to workmen below 100% efficiency. The system 
is complicated; however, it may be advantageously applied 
during the period of transition from ordinary to scientific 
management. 

IMPROVEMENT IN METHODS OF WORK 

The next phase deals with improving the methods of 
work. Scientific management realises that output man 
and machine can be increased easily by improving tih^e 
methods of work rather than by simply g oading th e work¬ 
men at each stage. It is self-evident that tKe work of any 
one can be increased by giving him the necessary training 
as to the methods of doing the work. Even a schoolboy 
will do better in his study or examination ifTieTsHSuS^^r 
the right way of studying the subject than jie^i^-asked .Ax 
do it quite by himsebT. The case of a workman in a factory 
is similar. The very idea of improving the methods of 
work implies the taking of greater responsibility ISy the 
man^ement ^uider scientific management than under the 
sy^em of initiative and incentive which allows the 
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man to do it in his own way. In order to improve the 
methods of work, the following principles are adopted, and 
each one will bring into clear relief the amount of responsi¬ 
bility shouldered by the management in the performance of 
the task. 

1. Standardisation of tools and equipments : —Standardisa¬ 
tion in one word implies uniformity—uniformity in 
working conditions as well as with regard to tools and 
equipments to be used. Here it also implies that they 
must be of the best quality. Assuming that the workers 
are possessed of the same ability, their performance 
will differ considerably if working conditions as well as 
the appliances with which they are asked to work 
differ. With equipments of different standard mixed up 
together, the result obtained will not bear any direct 
relationship with the different equipments provided, 
but the result will tend to be equal to that obtained 
under the lowest grade equipment. It will result in 
the levelling down of efficiency. In addition to 
prejudicially affecting the efficiency of the whole 
organisation, it will also affect the earnings of workers. 
Workers provided with low’^ergrade equipments and 
tools and unwholesome conditions are bound to earn 
less, and this prevents the achievement of the beneficial 
result that is expected from the determination of the 
task by time study and the introduction of a 
differential piece-rate. 

2. Routing and Scheduling :—Route mean s path. Under 
the modern system of production, a work before it is 
finally complete passes through various shops, and in 
each shop only a minute part of the work is done by a 
certain set of workers with the help of a set of 
machinery. A foreman known as the ^Order-of-work^ 
or *Route^ clerk is in charge of this. Before a work 
actually begins he determines the exact route which 
each piece of work is to travel through the shop from 
man to man and machine to machine. He prepares 
what is known as a * route sheet % where he lays out 
the route that a task is to follow through the several 
shops and the sequence of man machine that are to 
operate upon it. Next, he issues work orders for each 
man and machine to operate upon the tasks. Thus it is 
determined in advance where the work is to be done. 
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Scheduling is nothing but routing as regards the time. 
aspects, ^his makes the plan complete as to the where 
and when of the work. 

This constitutes one of the most profitable featiires 
of scientific management, as it eliminates loss of time 
through waiting for a task on the part of the workman 
as well as the machine. In assigning duties to man and 
machine, the route clerk not only sees that there is al¬ 
ways the right amount of work for both but care is taken 
so to arrange the work that it involves minimum 
movements. 

3. Instruction card :—Here we find another foreman 
issuing directions as to how a work is to be done. It 
is not a direction of general nature, but directions in 
detail are issued combining specifications covering the 
work and instructions as to method . This also elimi¬ 
nates forced waiting on the part of the workers. The 
worker knows now what tools are to be used, when to 
be used, what feed to be maintained, and so on. 

4. Selection of workman :—Under the old type of manage¬ 
ment the work was put up to the workman, whereas 
now the reverse is the case, j On e may ^ feel^^that the 
selection of the workman is a very easy^task; buLthg^ 
proper selection of the workman on the part pf the 
management presupposes that the management actuaUy 
knows the nature of the faculties required in the 
performance of the task, and also that it has means 
available at its disposal to find out the aptitude aQ^ 
capacities actual and potential of each worker* OnJ^ 
then can it assign the work for which he is foimd to be 
best qualified. It is not to be thought of as the finding 
out of the workman of extraordinary ability *‘but 
merely picking out from among the very ordinary men, 
the few who are specially suited for this type of work^’. 
A proper selection of workmen will result in an' 
increase in efficiency, as is evident from the two well-t 
known instances cited by Taylor. At the Bethlehem 
Steel Co., Taylor could select from a gang of 75 pig- 
/iron handlers only one man in eight. This should not 

mean the seven others rejected were in any way 
inferior to the one selected. It only means that the man 
selected was of the type that is specially req^dred for 
the particular job. With his selected man Taylw was 
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able to increase the efficiency of the workmen by about 
four times, from the handling rate of 12 tons a man 
each day to 47 tons a man each day. At the works of 
Symonds Rolling Machine Co., Taylor by a proper 
^selection of the workers (here girls were employed for 
selecting bicycle balls) was able to get the same 
amount of virbr^ from 35 girls that was formerly done 
by 120, and the accuracy of the work at higher speed 
was sixty-six and two-third per cent greater than at 
the former low speed. Both these examples show the 
importance of a proper selection of workers for works 
which require physical make-up of an ox as well 
as for very light and simple work like the inspection 
of bicycle balls. In this connection Taylor remarked 
*‘that the one element which did more than all of the 
others was the careful selection of the girls with quick 
perception to replace those whose perceptions were 
slow in the scientific selection of workers. 

By selecting the right man for the right work 
greater interest is created in the workman and then he 
feels less monotony in his work, as monotony is partly 
a psychological effect. This greater interest too leads 
towards an increase in efficiency. 

f 

5. Motion Study :— The selectio n of the workman by itself 
will not achieve maximum efficiency. After the proper 
selecHon of workmen the management must shoulder 
the responsibility of training them. This presupposes 
the possession of trade knowledge on the part of the 
management.' This is not enough ; *the management 
must determine the best way of doing each kind of 
work ; and to arrive at the best way of doing any 
work, the management has enunciated the principle of 
motion study. The man in charge of this by his minute 
^^y^s amJ observation tries to eliminate all un¬ 
necessary motions of human limbs and machines and 
determines the correct motions in performing a given 
operation with minimum effort. Motion study 
res^rch involves the taking of photogra^ic records of 
movements of limbs and machinery when the workman 
is aC work; and these photographs were taken from 
different angles and at different points in the develop¬ 
ment of the movement. Then the management tries to 
eliminate what is unnecessary by a proper analytical 
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study of these records. The elimiliation of unnecessary 
movements. jofLimib^ muscular strain on thwe; 

p^t of the operative i ^eh at ^ ^Motion” stu3^ 
research results in increasing the manual skill of the ‘ 
worker as well as the attainment of mechanical perfec¬ 
tion in the machinery employed. In his effort to 
increase the efficiency of the pig-iron handlers at 
Bethlehem Steel Co., Taylor noticed that they easily 
got tired out. They started with a rush, and stopped 
because of fatigue long before the day^s task was 
performed. From his study of their work, Taylor 
succeeded in proving that there is a science in doing 
this kind of work which requires the mental and 
physical make up of an ox. Motion s tudy re sear ch has 
proved that when workers forced. Jto take re^ it 
proper intervals while at work, it helps them in 
recouping their lost energy before it Is too late. So, 
Taylor enunciated his principle of pauses. According to 
him working hours during the day shourd"be divided 
into series of work-spells followed by pauses, the 
precise series to be decided upon the result of 
experiment. The working hours of the girls inspecting 
bicycle balls, mentioned above, were not only reduced 
from ten to eight a day, but they were given four 
recreation periods properly distributed throughout the 
working hours of the day ; this made over-working 
impossible. Other interesting illustrations of motion 
studies are the extensive experiments made at 
Bethlehem relating to the art of shovelling and 
Gilbreth’s re-organisation of bricklaying. The latter 
has become a classic on the subject. GU^breth by his 
minute study of the motions of the brick-layers was 
able to reduce the number of motions relating to this 
operation from 18 to 5. He developed the exact position 
which each foot of the brick-layer should occupy with 
relation to the wall under construction and the pile of 
the bricks, the best height for the brick pile and the 
mortar box, and the best design for the scaffold. These 
examples go to show that even where the nature of the 
work seems to be simple, there is a science in the 
performance of each of these tasks and it is the duty of 
the management to develop that science and then to 
make use of it to its best advantage. When the science 
of doing the work is developed and when carefully 
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selected men have been trained in accordance with that 
science, the result obtained is necessarily of outstand¬ 
ing magnitude. 

In determining the best method of doing a work, 
due consideration is also given to the working condi¬ 
tions, such as a proper arrangement of tools and 
equipment, elimination, as far as possible, of dust and 
noise, proper lighting and ventilation, etc.^ all of which 
tries to make the work as agreeable as possible. The 
management has realised that efficiency is affected by 
working conditions and so the best working conditions 
should be provided. 

6. Supplies :—The question of supply is iniportant 
inasmuch as a regular flow of materials not only 
prevents unnecessary def,ly in the performance of the 
work but it also prevents the wastage of time and 
money involved in keeping many high-priced men and 
machines idle. The maximum efficiency can be 
achieved when everything is going according to 
schedule. A. sing le sgoke in the wheel of supply may 
result in the stoppage of work in ev^i'jr shop. 
Consequently^ scientific management takes great pains 
’ to guard ag ainst this. Great stress is laid on proper 
store-keeping.~Store ledgers should be maintained in 
such a way as to represent a perpetual inventory of all 
rough and finished stock on the premises. Generally, 
the stores clerk has* set for him a minimum limit for 
each kind of stock, and as soon as the stock reaches 
that limit steps are taken towards its replenishment. 

7. Symbols :—Symbols now play an important part in the 
application of scientific management. Mnemonic 
symbols have been introduced to aid classification, 
logical and intelligent arrangement of tools and stores. 
The original idea of Oberlin Smith, the inventor of 
symbols, seefms to have the use of them in such a way 
as to suggest the grouping of several machine parts. 
Drury says “ it has become a convenient scientific 
nomencla^re, covering not only the various manu¬ 
factured parts but also stores, tools and everything 
which needs be named. It is a new and artificial 
language, terse, exact in meaning and suggestive to 
memory7 They are now used also in the filling 

7. H. W. Drury: Scientific Management—a history and criti¬ 
cism p. 104-5. 
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of papers and correspondence. This has made possible 
expe^tious handling of clerical work and has reduced 
the amount of writing and space required. 

^ MODIFICATION OF ORGANISATION ♦ 

Under^bhis phase we note the introduction of the plan¬ 
ning department which presents one of the important 
radical changes from the old types of organisation. The 
form of organisation suggested by Taylor goes by the name 
of Ta ylor^s Plan of Functional Foremanship Though 
this system of organisation was introduced to fit in with a 
particular type of undertaking, yet the principles involved 
therein are of almost universal application. The superin¬ 
tendent of works is in charge of this aspect of the problem. 
He is the head of the manufacturing department, being 
himself responsible to the General Manager. With the 
creation of this department , planning functions are actually 
separated from the actual execution S' the work“.' This" 
iifiplies the centralisation of certain functions in the plan¬ 
ning room as well as the specialisation of duties among the 
various personnel of the planning and execution department. 

Among other reasons, the scarcity of good all-round® 
foremen is one of the important reasons suggested by Taylor 
for the introduction of a functional management, and so he 
discards the idea of having the workman's activities of all 
kinds directed by one single individual. He i ntroduces eight 
fun ction al foremen under the superintendent w ith a__ few 
specific duties assigned to each one of »thenj. In the plan¬ 
ning department we have three of them. They are (a) 
Order of the work or Route clerk (6) Instruction card clerk 
and (c) Time and cost clerk. 

Mention has already been made of the activities of 
these first two. The third, time and cost clerk by means 
of instruction cards, gives all the necessary information to 
the workmen regarding time and rates, and also obtains 
proper returns from them for the preparation of cost sheet 
and time records. 

♦ In this connexion the chart on page 253 may be studied with 
advantage. 

8. In the opinion of Taylor the following qualities go to make 
up an all-round man ; these are (1) brains (2) education (3) special 
or technical knowledge or manual dexterity or strength (4) tact 
(5^ energy (6) grit (7) honesty (8) judgment or common sense and 
(9) goodnealth. 
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In the planning department these foremeni specially 
trained as they are, plan and analyse all the works in 
advance, so that no time is lost by the workmen in taking 
up the work as soon as they enter the shop. This also 
prevents machines from remaining idle. 

Four foremen in the shop are (a) the Gang boss (6) the 
Speed boss (c) the Repair boss and (d) the Inspector. 

Gang boss :—His function is to look to the preparatory 
part of the work, to see that soon after the workmen enter 
the shop they can begin their work without waiting for any¬ 
thing. In the words of Taylor “the Gang boss has the 
charge of the preparation of all work up to the time the 
piece is set in the machine 

Speed boss :—This foreman comes in when the work is 
actually begun. He is to see that a proper speed is main¬ 
tained. It should not be thought that he is there to speed 
up the work. If need be, e.g.y when he finds that a 
particular workman is unable to maintain the speed or do 
the work as he is instructed to do it, he is to help the work¬ 
man, and reasons for the failure of that worker are to be 
found out and noted. 

Repair boss :—He is there to make immediate necessary 
repairs, whenever there is occasion, so that work may not 
be held up. He is thus to move about the shop, so that he 
may be available at a moment^s notice. He has also to take 
proper care of machinery, tools and equipment, and before 
the day's work begins he must see that they are in perfect 
working condition. Repairs of unusual nature must be 
brought to the notice of the authorities in advance. 

Inspector :—It is the duty of the Inspector to see that 
the workman understands all the instructions given to him. 
He is to teach them how to do the work of right quality, so 
that all the work done is up to the standard. No product 
should be allowed to be disposed of unless certified by the 
inspector, as bad workmanship if allowed to go out will 
affect the good-will of the company. 

Shop disciplinarian :—He is the eighth foreman. His 
position may be said to be both in the planning department 
as well as in the shop. He is an important foreman in as 
much as he is considered to be one standing between the 
workmen and the management. He is an interpreter of the 
wishes of one to the other. The work of a disciplinarian 
should not be suggestive of one who is grim looki^, stern 
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and always showing to the workers that he is a superior 
boss over them. B ut on the ot her hand he must serve as a 
pe yemaker. His functions are s iippr>sed«i:o wry 
i n adjusting wages or other disputes . He is the man to se^ 
that no cause will arise fOT any misxmderstanding between 
the workmen and the employer, and in case any mis¬ 
understanding grows, he must try to clear it up by his tact¬ 
ful advice, given both to the workmen and to the employery 
I^ gjilyrt, he is to be a p§.e^e,-inaker. At the same time, cases Sf 
ix^horhinaTion or^carelessness or repeated failure to attend^ 
to duty properly i. e., aU acts of indiscipl ine should be 
reported to the proper authoriti^^^^mTcaie ne fails to make 
af^Timprovement in the individual concerned^ 

Ah^xiifaination of the functions of these eight foremen 
clearly shows that imder scientific management, the manage* 
ment takes upon itself the responsibility for the success of 
each work. No work is allowed to take its own course in 
the hands of the workmen, as under the old type of manage¬ 
ment. Under this system, the management follows the 
work at every stage. It sees that each worker does his or 
her part of work well; in case of failure the management 
goes to the root of it for its removal. I n fact^ the manag e- 
pient ^acts.as^a guide and frie nd. 

In the foregoing pages have been explained the bene¬ 
ficial features of scientific management and also methods of 
achieving them. The attention of the reader must be drawn 
to some aspects of scientific management for a thorough 
understanding of its principles and their application. 

Nobody should think that this system of management 
can be introduced at a moment^s notice with better results 
to follow immediately. Introduction of scientific manage¬ 
ment is not like the fitting up of any automatic machine, on 
the setting up of which better results are immediately 
expected to follow. ch ange from the old type of manage- 
ment^to that ^ugge^ed KSpe^cah^^e^ place but slowly, 
fiachon^of the methods of scientific management, for "its 
appTcatioh in a particular undertaking. mvoTves a cHtic;r 
study of -iiLii 3 •T^^trobtevA^^ TKie Heterm in attOT 

of the t aak^ differ^^tia^^^ by t im e studyj^ca^onlvTle 

achi^ed after minute oteervation and anal ysis over a lo% 
period of tlme ^lMotion study also demandspatient researw 
over a long period of time. A change in the njiiac^aJ 
attitude on the part of both workman and employer 
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is but a s low process. Tayl or himself remarked that even 
in simple establishments it will take two to three years for 
tins change-over, and that in some cases it may be spread 
over from four to five years* 

Scientific management should not be thought of as a 
mere collection of the best methods of management. As 
Forrest E. CarduUo puts it, ‘‘ Scientific management must 
not be confounded with its forms or its methods, just as a 
man must not be confounded with his clothes, or a religious 
creed with its form of church organisation.^ No doubt 
scientific management has developed some methods of 
management, but its success depends upon the intelligent 
employment of these methods. Taylor says “that the 
mechanism of management must not be mistaken for its 
essence or underlying philosophy and “ that it should 
be futile to use the machanism of the new management 
while leaving out its essence or trying to shorten a 
necessarily long operation in entire disregard of past 
experience 

One must realise that scientific management is an 
organic whole. It is a system which cannot be introduced 
piece-meal and if^THed like that, it is likely to do harm 
mstead of good. For example, if the differential piece-rate 
method of remuneration is introduced without scientific 
determination of the task, it will not work well. The 
rkte determined under rule-of-thumb method can never be 
fair, It-wili work to the detriment of either the employer 
or the employee, generally the latter, as the-former always 
takes enough pains to see that he does not lose. Again, if 
there Is no proper selection of workmen and also no 
training is given to them, then too the differential piece- 
rate system of wage payment will not be advantageous to 
the workers, as without necessary training it will be 
almost impossible for them to reach the standard to enable 
them to get wages at a higher rate. This will create 
discontent among the workers and may ultimately lead to 
unfortunate results. All the effort devoted to the training 
of workmen will be of no avail, if the right type of organi- 

9. An article on “ Industrial administration and scientfic 
management*' in Harvard Business Studies Vol. I. edited by 
C. B. Thomson. 

10. F. W. Taylor ; Principles of Scientific Management p. 128. 
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Trade unionists are, after all, interested in the real 
welfare of their members, and they interfere in matters 
relating to minimum wage, hours of labour, conditions of 
employment, the provision of medical aid and housix^ 
facilities etc., and not in matters relating to the methods of 
work, the quantity of output, or payment of maximum 
wages or premium, or the quality of output, as in all these 
matters scientific management pays great attention and sees 
that the interest of the workers is not in any way 
prejudiced. In fact, we all know that under scientific 
management higher wages are paid, rest periods introduced 
at different intervals during the working hours, and 
working conditions improved. Once the working class, in 
common with all the members of society, realise that they 
receive substantial benefit from scientific management the 
objection to it is bound to disappear. 

THEORY OF < THE ONE BEST WAY > 

Criticism is also levelled against scientific managij^ent 
by the psychologists on its theory of the one best way 
of doing any work. It is often asked whether there csubil be 
only one best way of doing a work, when its completion 
requires human effort in addition to mechanical effort. It 
is doubted whether the one best way of carrying out an 
industrial operation can be derived from a combination of 
mere elementary movements selected from different 
individuals. The psychologists insist that an organism is 
more than a sum of parts thrown together haphazard . 
The healthiest organs obtained from a number of different 
people would not, put together, form the most efiicient 
individual. In the performance of any task, the style of 
the individual is an important factor. We all know that 
in all sports there are different styles adopted by different 
competitors, all more or less equally good ; e.gr.-in taking a 
high jump one will take it from one angle, another from 
another angle, one will take it after a short run, the other 
may come from a comparatively longer distance ; and all 
of them, provided such competitors are properly selected, 
will surely reach a good height^ So it must be with regard 
to all other types of performance by individuals. There 
are, no doubt, good as well as bad styles, and bad ones 
must be avoided and individuals taught to learn the good 
ones ; but to say that there is only one best way of doing a 
1393—19 
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'work and that each individual will obtain his maximum 
efficiency in that work by following that particular method 
alone, seems to be not a very reasonable proposition. If 
this argument is accepted, then, clearly, what scientific 
management aims at, is to find out that method of doing a 
particular work whose adoption will bring the maximum 
efficiency as measured not in terms of the individual but in 
terms of a group of workers taken together. 



CHAPTER XV 

RATIONALISATION 

MEANING AND VARIOUS DEFINITIONS 

\There has been a grQwin gfeonsciQUsnessj |>n the part of 
the industrialists as well as the"Sfii.t^ in every country, for 
a balanced industrial development in both the national and 
the international sphere. \ The need for it was most acutely 
felt just after the first world war in^^^erjtnany (1914-1918). 
(^Germany after her defeat,in that war found her industries 
in almost a state of collapse, and it was clear that 
unless some strong measures were taken to reorganise her 
industries on a new line, her position on the map. of the 
industrial world would be wiped out. Her industrial 
degeneration was so threatening that she had no other 
alternative but to take the most^ffective measures for her 
ii^dustrial jegeneration which meant her very survival as 
a nation. ^The measures taken by Germany to achieve 
that end came to be known as ‘rationalisatioiP^ [The 
German synonym for that wora is “Rationalisierung.^^] 
This has also been rightly termed by Walteir Meakin, the 
*‘New Industrial Revolutipn^’^ 

It may be suggested that this struggle for survival on 
the part of Germany as a nation is largely responsible for the 
success of the rationalisation movement in that country. It 
is in that country that it reached its highest pitch. \The 
result achieved there is nothing short of a miracle) It is 
stated by Brady that in the period 1924-29 Germany 
managed to recover from a condition . which ^experte 
believed would cripple the coimtry for half a century. By 
the end of 1928 most of the significant production indices 
stood on a par with or above those of 1913; wages and the 
standard of living of the bulk of the labouring population 
were on or above the pre-war level. 

1. Robert A, Brady : The Rationalisation Movement in German 
Industry* 

It must be noted here that the prosperity achieved during tl||0 
period was followed by a business depression and this might 
naturally make one enquire whether rationalisation is at fault or 
not) or whether the cause is to be found somewhere else. 
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At the outset one should note the difficulty in compress* 
ing rationalisation within the walls of any rigid definition* 
The_sco^ of rationalisation is very wide. It i mpliM 
\^ious kinds'^of activities and it is therefore dificult, if noF 
impossible, to express all such activities in a few words. 
Jn spite of such limitations, various authorities have defined 
it in various ways, and there is no agreement among 
economists regarding the definition of this term. Each has 
defined it in his own way, and it is worth while to^fuote 
here the definitions given by some of the most eminent 
economists.) 

(Professor D. H. MacGregor defines it as ‘‘the right 
organisation of industry considered as a type of govern¬ 
ment, the producers being so related as to enable such 
policies to be applied as works specialisation, non-destructive 
elimination of the weak and the control over the entrance 
of new establishments.*^ 

^ Urwick defines it as both an attitude and a process. 
r‘ As an attitude it records the belief that a more rational 
pontrol of world economic life through the application of 
scientific methods is possible and desirable. As a process it 
implies the application of the methods of science to all 
problems arising in the organisation and conduct of produc¬ 
tion, distribution and consumption. **2 

The German Federation of Industries meant by the 
word rationalisation ‘ ‘ rational employment of all technical 
and organisational means in order to increase to the 
highest degree possible the productivity of workers. It 
must be the effort of all who take part in the production of 
commodities through the employment of these means, to 
improve, increase and cheapen production. It also aims to 
cover a general expansion of trade and consumption and an 
improvement in the standard of life of the workers.** 

Th^ Reichskuratorium fur Wirtschaftlichkeit,—R.K.W. 
(The Nittional Board for Economy and Efficiency), an institu¬ 
tion fifet up originally in 1921 in Germany on the joint 
initiative of the Ministry of Economics and the Federation 
of Technical and Scientific Associations, and subsequently 
reorganised in 1925, charged with the duty of promoting 
rationalisation in all fields of economic activity, defined the 
term in the following words: Jlationalisation is^ the 

2. L, Urwick : The Meaning of Rationalisation^ 
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0 |l 3 iployment .of all means of technique and ordered plans 
which serve to elevate the whole industry, and to increase 
production, lower its costs and improve its quality. Its aim 
is to raise the general level of prosperity by cheaper, more 
plentiful, and better quality goods. 

The World Economic Conference of 1927 suggested that 
the aims of rationalisation shoiild be 


1. Securing the maximum efficiency of labour with 
minimum eiBFort, 

2. eliminating wf^^te of raw material and power. 


3. simplifying distribution of commodities by elimina¬ 
ting unnecessary transport, excessive financial burdens 
and useless multiplication of middlemen (6^facilitating 
by a reduction in the variety of different patterns 
(where such variety has no obvious advantage), 
research into the methods of manufacture and use of 
standardising parts, 


4. to the community greater stability and higher 
standard of life,* 

5. to the consumer lower prices of goods, 

6. to the various categories of producers large and more 
certain remuneration to be fairly distributed among 
them.^* 


Thus, the Conference understood rationalisation as the 
methods of technique and organisation designed to secure 
the minimum waste of either effort or raw material. It 
includes the scientific organisation of labour, the standardi¬ 
sation of both material and products, the simplification of 
process and improvement in the system of transport and 
marketing.1 

Thou^ there is no verbal agreement in the various 
definitions presented above, yet a careful examination of 
them shows certain interesting features which are common 
to all of them. These features reveal the fundamental 
problems involved in any rationalisation process. 

"pirstly, rationalisation implies a fundamental change 
in the purpose, structure and control I'of the industries of 
the country. 

'“•^Secondly, it implies elimination of waste of all kinds. 

‘’^irdly, it envisages an increase in the efficiency of 
the workers as a class. 
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Fourthlyi it strives for an increase in the standard of 
living of the workers. 

Finally, all these problems must be viewed in the 
light of a whole industry and not in terms of a particular 
industrial unit. It will be a contradiction to say that this 
or that particular industrial unit has been rationalised, j 

Again, there are some who gave a meaning to the 
word quite different from the one mentioned above. 
Professor T. E. Gregory expressed it as the new-fangled 
phrase to describe the old-fashioned device of eliminating 
competition.’^ Sir Josiah Stamp explained it in terms of 
amalgamation and price-fixing. They find nothing new in 
rationalisation. 

RATIONALISATION AND SCIENTIFIC MANAGEMENT 

(Again, there are others who think that rationalisation 
is merely a development of scientific management. The 
International Federation of Trade Unions declared that ‘‘it is 
not clearly understood what is the precise difference between 
the Taylor system and rationalisation This idea may be 
due to the fact that both rationalisation and scientific 
management imply the application of science to the manage¬ 
ment of industries. Both these movements are dependent 
upon technological development ii\n analysis of the ration¬ 
alisation process (which just follows) clearly indicates that 
there are three phases of the movement. They are technical, 
Commercial and politico-economic) Vcphe first of these three 
involves measures calculated to improve working process 
and is common to both these movements. > The RKW in 
Germany, charged with the duty of promoting rationalisa¬ 
tion in that country, was also the central co-ordina¬ 
ting body for the scientific management movement there. 
The institution was there not simply to help capitalistic 
enterprises by improving the profitability of German 
business units. To quote Brady, “ the RKW in its centralis- 
Ing, co-ordinating and systematising labours has willynilly 
thrown the weight of its influence on the side of more 
careful planning throughout all phases of German industry 
and commerce. ’C^^his clearly indicates that the scope of 
rationalisation is wkler than that of scientific management. 
One may think of introducing scientific management in any 
one single business unit or units, but rationalisation must 
be thought of in terms of an industry as a whole and not in 
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terms of a single business unit. Thus scientific manage¬ 
ment may be brought within the orbit of rationalisation 
when its techniques are applied within a ftame-work which 
has^ significance beyond the confines of the individual 
business enterprise. 

^ ^hi©re is yet another aspect which differentiates 
spi^i'tific management from rationalisation. The differentai- 
tion is based on the objectives of the two. Rationalisation 
has but one goal. It must in the long run benefit society as 
a whole; producers, consumers and labourers must all 
benefit from the rationalisation process. In fact the move¬ 
ment must increase the prosperity of the nation. It must 
effect an increase in the stand^d of living of all classes of 
people. ) H. S. Person in ^discussing rationalisation 
and scientific management, at a meeting of the New York 
Metropolitan Section of the Taylor Society, declared that 
“ rationalisation should be conceived as connoting one goal 
of industrial economy; scientific management as a means 
to whatever goal of industrial economy From this 
Brady observes that ‘‘scientific managenlent m:^ht be 
employed for achieving social or antisocial goals....Clu the 
broader sense what rationalisation adds thereto is a certain 
directional bent. It implies that the systematic application 
of science and the maximum extention of co-operative 
habits require a certain balance and co-ordination which is 
not conformable with exploitation of resources for the 
exclusive benefit of a selected few.’^ Most writers on the 
subject of rationalisation either openly or by implication 
insist upon this view. Those who do not, define rationali¬ 
sation so that it is indistinguishable perse from scientific 
management, g gientific man agemg^Lm ^ be an e lement 
i n the rationalisaSon movenienFr""Whem Tt is oi^ot, 
depends ehtirely^pon the objeSfi^s which it pursues. 

FACTORS FACILITATING RATIONALISATION 

No doubt it is true that the rationalisation movement 
owed its origin to Germany’s struggle for existence in the 
industrial world, but it has been found that there are 
certain factors which have paved the way for the success 
of such a movement purporting to reorganise the industries 
of a country 

3. Quoted from « The Rationalisation movement in German 
Industry by Robert A. Brady. 
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The expert committee of the International Labour Office^ 
in its book on the Social Aspects of Rationalisation 
mentions the following factors as responsible for facilita- 
ting the rationalisation movement. 

During and after the first world war, almost every 
country experienced a shortage of a raw material, labour, 
plant, means of transport and floating capital. This scarcity 
of every factor of production compelled each country to 
make the most of the available forces and means. Under 
the stress of war, technological advances were made in 
many countries. All these paved the way to accelerate 
the technical aspect of a rationalisation movement. 

economic d epre ssjfcn of 1920 also had its part to 
play. It is found tharj^riods of economic depression are 
always accompanied by an attempt to reduce the cost of 
production, and this implies the reorganisation of industry 
and an improvement in the methods of production and 
distribution. All these are processes involved in the 
rationalisation movement. 

^Currency disturbances also affected the movement in a 
most favourable way. During inflation there is “flight 
from money This provides facilities for doing improve¬ 
ment and extension work in the industrial field. ^ The 
rationalisation process involves a provision for all 
industrial units of up-to-date machinery and labour-saving 
devices in place of old and obsolete plants. In Germany 
the rationalisation movement was carried on when the 
country was emerging from the inflation period. And for 
this very reason, some of the most serious difficulties that 
in other countries still confront any attempt on so vast a 
scale were smoothed away, \jnflation facilitated not only 
the renewal of equipment—an essential condition for 
rationalisation—but also the movement towards industrial 
concentration, and hence the elimination of undertakings 
whose yield was inadequate. 

deflation, on the other hand, is accompained by a 
systematic reduction of credit.) This combined with other 
factors such as the scarcity of the factors of production just 
mentioned above, tends to add to financial difficulties. 
Industries are thus compelled to make an earnest systematic 

4. **Social Asj^ct of Rationaliaation published by the Inter¬ 

national Labour Office, p. 245« 
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effort to devise some means of making the most of the 
inadequate resources • It has been pointed out by the Inter¬ 
national Labour Office in their book® that this factor has 
played a great part in the rationlisation movement that has 
been characteristic of the economic evolution of Germany 
since the reform of her currency. 

PRINCIPLES OF RATIONALISATION 

Rationalisation has come to stay in the industrial 
development of every country ; but there are variations in 
the methods adopted by each country to achieve the final 
end, and quite likely this is due to the peculiar circumstan¬ 
ces prevailing in each country. However the variations are 
not of a fundamental nature ; they are mostly in detail. 

The e conomic depression whic h came in the wake of 
the social and economic disturbances resulting from World 
War I made clear everywhere t he lack of equilibrium 
bet ween demand and^ sup ply. Measures to check such 
production unbalanced by an effective demand had to be 
devised first. Combinations of different sorts, especially 
trusts and cartels, can only partially cure this malady. 
A radical cure can be obtained only when an attempt is 
made to goto the root cause of the problem. Hence an 
attempt was made not simply to check over-production but 
excessive productive capacity as manifested in increase in 
the number of productive units. It was the existence and 
continuance of this over-productive capacity that was at 
fault. This is a malady responsible for waste of various 
kinds of capital, in its various forms, as well as of labour. 

Trusts, cartels and syndicates may break the rock of 
over-production but not necessarily that of an over-produc¬ 
tive power. Different types of combinations cannot 
eliminate the waste of capital and labour resulting from 
the existence of over-productive capacity. The different 
producing units may agree to r estrict output dire ptjty or in¬ 
directly, but such measures will result inwastedue to the 
non-utilisation of productive power to its full capacity. 
Such measures at the most, can bring relief or, in some 
cases, additional gain for the combining units to the 
detriment of the consumers. Society as a whole suffers. 
The first thing, then, for achieving equilibrium between 
demand and productive capacity is the rationing of 

5. Social Aspect of Rationalisation. 
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production. Rationing of production does not simply imply 
the control of output. The word rationing must be given 
a wider meaning^ so as to include in its scope the 
ascertainment of the demand at a price which must be both 
• profitable for the producer and reasonable for .the 
consumers.) Production, then, must be adjusted to that 
demand. That trustification or cartelisation cannot achieve 
this has already been pointed out. Trusts, cartels and 
organisations of similar types build up some amount of 
monopoly power over the market. They can restrict 
output without consideration of production charges and pass 
on all the costs of waste and inefiSciency to the consumers. 
Nor can nationalisation, pure and simple, achieve this. A 
nationalised industry might be run with a similar disregard 
of efficiency or cost. Rationalisation should never be 
thought of as an alternative policy to trustification, carteli¬ 
sation or nationalisation. 

The desirability of having a number of industrial 
units so as to keep production within the limits of the 
current market demand, with sufficient elasticity to meet 
the fiuctuations of demand without delay so that price level 
may be kept stable, need not be doubted at all. But the 
question is who can enforce the adjustment of productive 
capacity to the desired level? Such an adjustment will 
mean control over the new entrants in that particular 
industry which is being rationalised, the closing down of 
inefficient units, the starting of new units at places best 
suited for the purpose, equipping them with up-to-date 
machinery and labour-saving devices, and then concentrat¬ 
ing production in all such units. 

It is clear that, in order to adjust the productive 
capacity to demand, the problem of production in any 
industry must be viewed in terms not of a single unit but 
of the whole industry. This implies the organisation of 
the whole industry by co-operation so that a conunon 
po licy ma y bg adopte d by all engaged in it. Compulsion 
by me istate, or the mere trustification or cartelisation of 
the industry, is not likely to achieve the final end. Co-. 
operation among the producers is the first essntial thing.} 
Such co-operation does not imply the complete absence 
of all forms of competition or the destruction of manage¬ 
ment and administrative autonomy of particular under¬ 
takings but unhealthy and price-cutting competition shoiild 
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give place to mutual agreement on a common production 
and sales policy. 

In order to achieve low production costs, production 
should be carried on in the most suitable units. Such 
units should be provided with the most up-to date 
machinery and labour-saving devices. IneflScient and 
unremunerative units should be closed down. Production 
in these modernised units should be carried on as near to 
fulltime capacity as possible. Complete s pecialisatio n is 
also to be achieved by allocating particular products to the 
units best suited for the purpose. iReduction of production 
cost is also attained by the central control of the inter¬ 
change of raw materials and semi-finished products 
between different works, in such a manner as to eliminate 
all the unnecessary transport involved when individual 
works are self-contained.^ There must be a pooling of 
technical and scientific knowledge and of the fruits of 
research. This presupposes the complete subordination of 
the individual interest to the general interest. The standa r¬ 
d isation of the processes of production, as well as of the 
product, is to be aimed at, as this also helps in reduc ing 
production_ 9 osts. The expenses of distribution must also 
be reduced to th6 minimum. This means a centralised 
control of sales and a reduction to the absolute minimum 
of the number of intermediaries in the distributive process. 

The benefits derived from low production costs must 
be passed on to the consumers and to the workmen. 
Rationalisation has no place if it does not ultimately benefit 
all sections of the community. To the consumers it must 
be able to offer goods at cheaper prices, and to the work; 
men it must mean higher wages. These two, at the outset,‘ 
seem to be mutually opposed. But cheaper prices and 
higher wages, combined with a sufficient remuneration to 
the entrepreneur, can be attained when the market expands. 
And this expansion of the market is possible under two 
conditions. The first is a cheaper price and the second is 
an increase in the purchasing power of the consumers. 
The latter is possible of attainment by giving higher wages 
to wage earners, as the largest stream of personal income 
is constituted by wages. 

One may suggest at this point that lower prices and 
higher wages will effect an expansion of the market only 
if the demand for the product of the rationalised industry 
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is an elastic one. The demand for many commodities is 
elastic) and it is especially so for most of the manufactured 
goods. Even assuming the demand for the product of the 
rationalised industry to be inelastic, the adoption of a 
wage-raising policy in general is boimd to expand the 
market in general, as the mass of consumers will then 
have a larger purchasing power. Even a mere fall in the 
price of the products of the rationalised industry without 
a rise in wage is bound to react favourably on the market, 
as a fall in the prices will mean an increase in the real 
wages owing to the fall in the price of the one item in the 
standard of living of the consuming community. This will 
be so even if the product is not a final consumable article. 
Moreover, a large real income will enable the wage-earners 
to buy some other commoditi^ which were previously 
beyond their reach. It is thus clear that there should be 
an increase in wages as the production is expanded, and 
more especially, the wages must keep pace with the rise of 
productive power because it is the productive power that 
tends to outrun production. 

•^Successful rationalisation demands unqualified co¬ 
operation among all those who are engaged in industry, 
as well as those interested in the industrial development 
of the country. Wholehearted co-operation from the 
workers and from the State is absolutely essential. The 
cumulative effect of closing down inefficient units and 
concentrating production in the most efficient unit with 
up-to-date machinery and labour-saving devices involves 
the displacement of a number of workers. Workers, being 
the worst sufferers, are bound to oppose this movement. 
^Their opposition cannot be considered wholly unjustified 
if both the short-term and long-term effects are one and 
the same. But the long-term effect of the movement in 
reducing employment, is not so great as it is generally 
supposed to be.^ Further, a mere assurance that the 
workers displaced by rationalisation are likely to be 
absorbed at a later stage will not satisfy the workers so 
displaced. No doubt the workers must be satisfied about 
this aspect of the problem, so that their sympathy may be 
obtained, but measures must also be taken to lighten the 
burden of those unemployed. It is here that the co- 

6. This problem has been discussed in detail in the section 
that follows. 
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operation of the State becomes essential. The State must 
do something for the relief of the unemployed. In Germany, 
the State realised fully its obligation. In 1925-26 a sum of 
60 million sterling was budgeted to provide special un¬ 
employment relief for the benefit of the working-class 
people so displaced.^ In addition to this, State department 
and local authorities launched on public works, so as to 
provide work for the displaced workers. In order to 
minimise the burden, it is also absolutely essential to see 
that rationalisation is not carried on in a long drawn out 
process. 

It is absolutely essential here to note that rationali¬ 
sation should not be envisaged only as a technical matter 
concerned with the use of up-to-date machinery, with the 
ultimate aim of intensification of labour. Rationalisation 
covers within its sphere two broad aspects. One is its 
technical aspect and the other the social aspect. It is 
rationalisation in the true sense when both these aspects 
are simultaneously considered. One cannot be tackled 
without a due consideration of the otherIf rationalisation 
is considered purely as a technical measure, or as a mere 
reform of organisation, without having as its economic 
effect the raising of real wages, or an expansion of the 
market, or both, it will foster unemployment and will be 
instrumental for creating social evils instead of being a 
source of economic prosperity. It will then fail to achieve 
the purpose which it professes to attain, and will stand self- 
condemned. 


ITS EFFECT qN EMPLOYMENT 

We have seen that ra tionalisatio n involve s the process 
of closing dowry inefficient units, jconcentrating pfx>ducti^ 
with up-to-date mach in ery and laLbour-saving "devices in 

th ose units_ whioh - arpi suited for the purpose? 

Inevitably, the immediate effect ofairTHes^Yncasu^ the 
loss of employment for a large number of workers. This 
has made many people lose all faith and hope in this move¬ 
ment. If the movement reduces employment and affects 
prejudicially the labourers who are least fitted to bear the 
brunt of things, then surely the movement is to be 
condemned. 

To pass judgment on the effect of rationalisation on 
7. The New Industrial Revolution^ by W. Meakin, P. 24. 
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employment is not an easy matter. We must see whether 
the immediate effect is also the permanent effect or not. 
The short-term or immediate effect may be quite different 
from the long-term effect. So, the problem must be viewed 
from both these angles. It also requires a thoroughly 
critical theoretical and analytical examination. Any 
conclusion arrived at on the basis of such an examination 
must also be corroborated by a quantitaive or factual 
analysis of the problem. 

But there are many diflSculties in the way of our 
examination of the problem in both these aspects. 

A quantitative or factual analysis of the problem 
presupposes the existence of sufficient statistical material, 
at least on the following points. Attention has rightly been 
drawn to these by the International Labour Office in their 
book on the Social Aspects of Rationalisation They are:- 

1. How many workers (of all classes) have been thrown 
out of employment by rationalisation measures ? 

2. How many return to the same establishment and the 
same industry ? 

3. How long do they remain unemployed ? 

4. How many find employment in different industries ? 

5. How many are given other kinds of work in the same 
establishment ? 

6. To what extent are the proportions of (a) man and 
woman (6) skilled and unskilled workman (c) the 
different age groups, affected by rationalisation ? 

7. How does the stability of employment compare in 
rationalised and non-rationalised industries I ^ 

The committee of the International Labour Organisation 
charged with the task of examining this problem, 
experienced difficulty owing to the absence of statistical 
material in the above form for any of the/countries where 
rationalisation had been systematically adopted, and so 
they were unable to come to any (^finite conclusion 
supported by a quantitative analysis. Ih addition to this 
difficulty there are other difficulties whim also stand in the 
way. Many factors are operating side by side with 
rationalisation which have their own^ffejfcts on employment. 
The use of machinery and labour^ayinfl devices has been 
going on since the days of the indusWifU revolution; the 
combination movement started long bei^re rationalisation 
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was thought of, an^ the movement in its national and 
international sphere is continuing and is bound to continue; 
and with the progress of science and human knowledge 
technical and organisational advances are being made. All 
these dynamic factors have their own sure effects on 
employment. Then, how is it possible for us to measure 
separately the unemployment resulting solely from 
rationalisation ? 

All" these considerations make it difficult for us'to make 
any categorical statement on the effect of rationalisation 
on employment. 

However^ we may make some observations based on 
a theoretical analysis of the problem, supported as far as 
possible by a quantitative analysis. 

It has already been remarked that the immediate effect of 
rationalisation on employment is a decrease in the number 
of the employed. But the extent and the duration of this 
unemployment is dependent upon many other factors. As 
rationalisation involves the utilisation of up-to-date 
machinery, it is clear that the industries supplying 
machinery will receive an impetus resulting in increased 
employment in those industries. The employment of a part 
of the orginally discharged people may be possible there. 
This re-employment no doubt depends upon the mobility 
and adaptability of these people to new work and circums¬ 
tances. As rationalisation aims at cheapening production 
and lowering prices, it may stimulate effective demand for 
the products of the rationalised industry with its 
concomitant beneficial result upon wages and employment, 
the beneficial result depending upon the elasticity of the 
demand for the product. It may generally be said that the 
demand for the product in the case of manufactured goods 
is more or less elastic. It might also stimulate the same in 
other markets. A planned reduction in the selling price of 
the product will mean an increase in the real wages 
throughout the consuming community, thus releasing a 
larger amoimt of purchasing power to buy some other 
products which were previously beyond its reach. This 
also will favourably affect employment, especially if it is 
accompanied by a generaJ^ ^ggage-rai si ng policy win ch is 
professed to be one ofTne Huns oFration^saiion.X We are 
thus inclined to agreeTwith the bbservatioxii made by the 
Balfour Committm of Industry and Trade (1929) that 
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^‘rationalisation in its early stages may invade an iiicrease 
in the number of the wholly unemployed, But it considers 
that in the long run the industries which have regained 
their prosperity will be more than able to reabsorb those 
who have been displaced. The unemployment statistics of 
Great Britain during that period showed that the highest 
percentage of unemployment was rather in those industries 
where there had been little rationalisation./ 

The employment of labour-saving devices and 
automatic machinery is supposed to affect adversely the 
proportion of skilled workers and so to hit wages as well as 
employment. But the manufacture of highly intricate 
machinery requires highly skilled workers, eStid the hand¬ 
ling of such machinery too demands greater intelligence 
on the part of the workers, and so it cannot be categori¬ 
cally said that rationalisation reduces ♦ the demand for 
skilled workers. 

As against this we must take note of the remark o^ 
Hobson who says : “There can be no grouniibrjiolding that 
rationalisation as a whole ten^s t6~a distribution of income 
favourable to the workers, either through raising wages or 
lowering prices. All economic evidence tends to show that 
rationalisation carries with it a net diminution of employ¬ 
ment, the substitution of a large proportion of low-skilled 
for high-skilled workers and a distribution of the product 
which increase the proportionate share of capital and 
reduces that of labour.’’ 

The introduction of more labour-saving devices, and 
the reduction in the number of hours of work liberates a 
larger proportion of human time and energy, which may 
be utilised partly for the production of goods which do not 
strictly conform to rationalisation and partly for leisure 
and cultural activities of mind and body. 

A consideration of all this leads us to conclude that 
the unemployment which rationalisation brings in its wake 
as its first reaction, is generally less serious than one might 
be tempted to imagine. On the other hand, rationalisation 
measures cannot be considered as a movement reaching its 
ultimate or ideal final stage at any one moment, since it is 
only ideal,—an ideal which is receding farther and farther 
into the horizon as we advance towards it, an ever 
progressive movement; and so it is inevitable that there 
will always remain a certain percentage of people un- 
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absorbed. &ere will be a time lag between the 

first discharge and the later re-employment. Again, the 
possibility of those originally discharged getting back 
employment hinge^ ultimately upon the question of the 
expansion of markets^ It is only when there is an expansion 
of markets for the productsrof a rationalised industry, or of 
any other industries as a matter of fact, that we can think 
of either re-em]gloyment or greater employment. But can 
this be achieved so long as each country follows 

seperati^iHfll^bcds* and tendencies, so long as each country 
triesJjfi^^Prer^iM^ other in the matter of industrialisation, 
so long as >eacl% country wants to be sulf-sufficient? Can 
this be achieved"ilitohout international co-operation? 
Certainly, the answer^% in the negative. 

Thus, we may coilclude that rationalisation measures 
do adversely affect the employment of workers. Thera-are 
al so possibilitie s ,0^ ?Ufib p^g^j^S bill ties 

deper^ing,_upon jDcajfigp iactors^ some of which are withi n 
the control of the' w ork ers _^and_ the others^ beyond their 
conirot. The "Set that many factors are beyond their 
control "naturally suggests that some measures must be 
takeil by t he j?tate» or by society as a whole, to remove th e 
burden from the shoulders of those who are least fittad-jto 
bear it. IF is society as a whole that is responsible ^for 
this';” it is socTefy as a whole that enjoys the fruits of 
progress, ~ and it is but equitable thaj. society as a wh o le, 
not the small section of the comunity which is least fitted 
for Fhe purpose', should pay the price of that progress. 

It is worth while to conclude with the observations 
made by the International Labour Office. 

Rationalisation, if it is to deserve the name, must 
tend to ensure that the employment of the available labour 
will be as regular and complete as possible. I'he term 
implies elimination of all wastes and no waste can be more 
serious than that resulting from unemployment. For this 
reason rationalisation cannot be limited tg any one under¬ 
taking or even any one industry. The only true rationali¬ 
sation is that which takes in the control of all economy 
both national and international. Rationalisation, operated"" 
by private capitalism in the interest of profits requires to 
be brought under social control, which must in the long 
run be international. 


on 
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RATIONALISATION IN INDIAN INIJUSTRIES" 

The need for rationalising the major industries of India 
cannot be over-emphasised. It would not be true to say 
that there were no attempts on the part of Indian industria¬ 
lists to rationalise some of our important industries. Some 
of our industries have done something which, though it 
cannot \be called rationalisation in the full sense of 
the term, yet tried to achieve some of the aims of 
rationalisation. 

The International Labour Office in their book on 
Industrial Labour in India say ** Rationalisation is being 
understood in India in many undertakings, but little is 
known about the forms it has taken except in the case of 
the cotton mills of Bombay and Ahmedabad where it has 
mainly meant increasing the number of machines in the 
charge of one worker, either in the spinning or in the 
weaving or in both the departments. In Bombay city the 
question of rationalisation came to the fore in 1928. From 
an enquiry, the Bombay Labour Office found that four mills 
out of forty-nine had partly adopted rationalisation, and 
eleven mills introduced it in both spinning and weaving 
departments.® Most of the mills encountered technical 
difficulties in adopting schemes of rationalisation.^^ 

With regard to the rationalisation of the cotton-mill 
industry of India, it may be stated that apart from looking 
to the technical aspect of the problem, it would be desire- 
able on the part of the mill-owners to make their purchases 
of raw cotton and distribution of their finished product 
through a central organisation, as was the practice with the 
Japanese cotton mills in making their purchases of raw 
cotton in India as well as marketing their finished products 
here.^ 

The activities of the Cement Marketing Company of 
India in achieving some of the aims of rationalisation stand 
out prominently. By the formation of the Cement Market¬ 
ing Company of India it has been possible for the cement 
industry of India to centralise their marketing functions 

8. It is clear from this remark that the true meaning of 
rationalisation has not been correctly appreciated here. 

9. See Rationalisation of Indian Industries^ by C. N. Vakil» 
Indian Journal of Economics Vol. XVL 
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which Has the effect of reducing luinecessary transport cost. 
The advertisement cost has been reduced by following a 
common policy which is largely responsible for effecting an 
increase in demand resulting in an expansion of the market* 
Overproduction was avoided by quota schemes. 

The jute mill industry of India is one of the most 
important) highly developed and highly localised and 
organised industries of India. The Indian Jute Mills Asso¬ 
ciation, with a membership (as it stood in 1940) of 73, includ¬ 
ing all but 11 of the smaller mills of India which collec¬ 
tively represented only 5 per cent of the total loom strength, 
outlines the policies to be followed in matters of production, 
distribution and other matters affecting the industry. It is 
but quite natural to expect this important industry, of outs 
to be rationalised first. Moreover, its highly localised nature 
and the presence of & well-knit and highly developed insti¬ 
tution like the Indian Jute Mills Association in the industry, 
naturally makes one enquire why it is that all is not well 
with the industry. Why has it not been rationalised ? 

The attempts of the Indian Jute Mills Association in 
putting the industry on a sounder basis need mentioning 
here. As early as 1884 the jute mills operating then, formed 
into an association, and the first short-time working agree¬ 
ment was entered into on 15th February, 1886. The 
activities of the association were greatly enlarged since 1902 
when the name of the association was changed to Indian 
Jute Mills Association. From that time onwards, with 
occasional intervals, attempts were made to restrict output 
by mutual agreement through the limitation of working 
hours and spinning capacity. The need for such associative 
measures in restricting the output was most keenly felt 
during 1930-1940. From 60 hours a week ever since July 

1929 working hours were reduced to 54, and by October 

1930 the member mills agreed to close one week a month in 
addition, till February 1931. Working hours were then 
further reduced to 40 a week, with 15 percent of the looms 
sealed. During the period Nov. 1934 to February 1936 the 
looms were unsealed by instalments, but the working hours 
remained at 40 until March 1936. 

All this clearly points to the presence of excessive 
productive capacity in relation to actual or even potential 
demand. It is not that the position became bad only during 
that period. The history of the jute mill indtistry shows 
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that excessive productive capacity was noticeable even in 
an earlier period. The expansion of the industry during 
1872-73 by sudden expansion from 1250 to 3500 looms was 
more than justified by the trade demand.^® 

Never was an attempt made to go to the root of the 
problem. Attempts were there, as mentioned above, to 
restrict over-production, but nothing was done to adjust 
productive capacity to the actual demand (of course, with 
sufficient elasticity to meet a sudden rise in demand). As 
there was no check to prevent the expansion or growth of 
new mills or to close down some of them so that the 
existing ones might work to full-time capacity, none of the 
mills were able to realise the full benefits of large-scale 
production. This naturally meant increase in the cost of 
production and ultimately shifting all the waste of produc¬ 
tion on to the shoulders of consumers. To quote the 
Government of India’s Memorandums^, ‘‘the consumers 
of the goods are in fact being asked to provide profits on an 
amount of capital far in excess of the needs of the industry 
and at the same time to defray the extra charges involved 
in the maintenance of many unnecessary mills.” The same 
memorandum goes on to say “ that the potential capacity 
of the jute mills for production is greatly in excess, not 
merely of the present demand but of any possible demand.” 

The capacity has been increased by an addition of about 
sixty per cent to the number of jute mills, of about ninety 
per cent to the number of looms, and about sixty per cent 
to the number of spindles. Even in 1912-14 the mills were 
working for about half the possible weekly hours, and the 
machinery then in existence was capable of meeting a 
substantially higher demand than India had known before 
or has known since. To-day the disparity between actual 
and potential demand is immense. The existing demands 
could possibly be supplied by a quarter of the machinery 

10. See The changing Structure of the Jute Mill Industry^ by 
M. L. Dam in the Indian Journal of Economics. Vol. XVI. 

11. T'he memorandum is the reply of the Government of India 
given to the Indian Jute Mills Association, dated 12th August 1935, 
in connection with their request made in June 1934, to give statu¬ 
tory effect to the terms of the agreement regarding working hours, 
mill extensions efc., which then existed between the Association 
and certain other non-member mills. 
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now available, and the highest demand ever reached so far 
could probably be satisfied by a third of the existing 
mills.^2 The request of the Association to give statutory 
effect to the terms of the agreement regarding working 
hours, mill extensions efc., was turned down by the 
Government who pointed out that the then existing unsatis¬ 
factory position of the jute manufacturing industry might 
be improved by adopting schemes of rationalisation. The 
memorandum concluded as follows : “If the industry were 
able to formulate a scheme for its rationalisation, and felt 
the need for the satisfactory inception of the scheme of 
legislation, they would be willing to consider the 
introduction of such legislation and the inclusion in it, if 
necessary, of a temporary restriction on the erection of 
new mills or other activity. But their consent would in 
any case be subject to the following conditions :— 

1. That the scheme of rationlisation had the approval of 
a substantial majority of the mills and was regarded 
as satisfactory by the Government, and 

2. that the interests of the community in general and 
cultivators in particular were adequately protected^ 


12. It has been pointed out by the Indian Central Jute Committee 
in their report on the marketing of jute and jute products (second 
report) published in 1941 that the productive capacity of the Indian 
jute mill industry is about one-third more than would be normally 
required, (page 117 of the report.) 

13. Other reasons were also put forward.'fn tiu*ning down the 
request. 



CHAPTER XVI 

METHODS OF REMUNERATION 

The need for an efficient and contented labour force 
cannot be over-emphasised. Contented labour invariably 
makes for smooth working of the unit due to the spirit of 
co-operation between the employer and the employee. It 
is possible to have a contented labour^ if the institution has 
a good system of remunerating its workmen, supplemented 
by good working conditions. A good system of remune¬ 
ration has also the effect of increasing the efficiency of the 
worker. 

There are various systems of remunerating labour. 
Each has its own merits as well as demerits. It must be 
clearly imderstood that no single system can be considered 
the best, nor any single system be recommended as univer¬ 
sally applicable. Each institution must introduce a system 
or a combination of difierent systems that suits it, having 
due regard to its own circumstances. The following 
factors seem obviously fundamental in any choice of a 
suitable wage system ; and without a proper appreciation 
of them no system could ever be suitably devised : (a) 

Nature of industry. (6) Nature of the process of production 
(c) Standard of education and intelligence attained by the 
workmen. The last factor is important in that the success 
of any sceheme depends largely on whether it is easily 
understood by the workers or not. A complicated scheme, 
however good it may intrinsically be, must at the outset 
satisfy the test of simplicity from the point of view of the 
workmen. If it does not, workers may ignorantly misap¬ 
prehend that they are being exploited by their employer. 

TIME-WAGE 

Of the various systems of wage payment the * Time- 
Wage ^ and ‘ Piece-Wage ^ are the two basic systems, and 
all others are simply variations of these two. The former is 
the oldest and most common. The Time-wage, or Day-Wage, 
as it is sometimes called, means that the workers are paid 
wages for. work done during a certain period of time. The 
unit or period of time may be either an hour, a day, a 
week, a fortnight, a month or any other fixed duration of 
time. The essential point is that the amount of wages paid 
under the system is irrespective of the amount of work 
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done during the period. But this concept has its own 
limitations. It must be understood that the employer has 
in his mind the amount of work he expects, on an average, 
from his workman over a period of time; and if any work¬ 
man’s output falls systematically below the expectation of 
the employer he is apt to lose his job. Payment is made at 
the end of either the week, the fortnight, or the month, as 
agreed upon, consistent with the Payment of Wages Act, 
1936. 

The greatest merit of this method is, of course, its 
simplicity. The calculation of the amount earned by the 
worker becomes simple. As there is no time-limit fixed for 
the execution of a piece of work, workmen are not in a 
hurry to finish the work and this might ensure greater 
attention to the quality of the work done. Under 
this system, all the workmen employed for doing a 
particular type of work get the same amount of wages, and 
this prevents the growth of malice and jealousy among the 
workers. These unhealthy elements invariably spring 
from a system, whereby workers’ wages vary widely 
owing to the payment being made on the basis of individual 
efficiency, as determined by one’s output. On the other 
hand, the payment of uniform wages among a particular 
class of workers does away with the possibility of rancour 
and bitterness. This is at once a great benefit to any 
industrial undertaking. 

But the greatest drawback of the system is that it does 
not take into account the fact that men are of different 
abilities. It does not encourage individual effort and 
efficiency. Efficiency, as a mater of fact, is at a discoxmt, 
while almost, a premium is placed on inefficiency. The 
superior workman is thus drawn down to the level of the 
least efficient workman of the group, as he learns the ha^d 
lesson that his superior skill is not specially rewarded. To 
quote F. A. Halsey “matters naturally settle down to an 
easygoing pace in which the workmen have little interest 
in their work and the employer pays extravagantly for his 
product.” Taylor observes the “ men are paid according to 
the position which they fill and not according to their 
character, energy, skill and reliability”. 

Further, as there is no specific demand made of the 
worker that a piece of work needs completion in a given 
length of time, there is always the possibility of systematic 
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evasion of work hy the workmen. This danger may be 
checked by employing a number of supervisors. But 
this is a costly check as this means an increase in 
management cost, leading to the increased cost of 
production. Society as a whole is the loser because the 
average production of a man would then be much less than 
it ought to be. 

A third drawback, from the management’s point of 
view, is that the labour charge for a particular job does not 
remain constant. This puts the authorities in a difficult 
position in the matter of quoting rate for a particular work. 

In practice, there are certain types Cf work which 
favour the adoption of a time-wage, as the nature of these 
works does not countenance the adoption of any other 
system. This system has little to commend itself in a 
business where, frequently, tenders have to be made 
quoting rates at which business would be undertaken. 

PIECE-WAGE 

In the piece-rate system of wage-payment, workers are 
paid according to the amount of work done or the numbers 
of units completed, the rates of each unit being settled in 
advance, irrespective of the time taken to do the task. 
This does not mean however, that the worker can 
take any amount of time to complete the work, because if 
his performance of a piece of work far exceeds the time 
according to the expectation of the employer, the overhead 
charge for each unit of article will increase. This leads to 
increased cost of production, although the direct labour 
charge for the unit remains the same. Under this method, 
though there is no specified time-limit to do a particular 
work, yet there is the indirect implication that the worker 
should not take more than the average time, though the 
same is not specifically stated. If he consistently takes 
more than the average time, he does it at the risk of losing 
his job. 

One should note that time-wage and piece-wage are 
not absolutely independent of each other. They are really 
interdependent, though this interdependence is not explicit. 
An employer while engaging a man on a time-rate, has 
always in his mind the amount of work which he expects 
the workman to do within the unit of time. Similarly, if 
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the workman is employed on a piece-rate the employer has 
in his mind the time within which a unit of work is to be 
completed. If the worker does not reach the expectation of 
the employer he is bound to lose his job. 

The merit of the piece -rate is that it pays the workman 
according to his efficiency as reflected in the amount of 
work turned out by him. The scheme satisfies an 
industrious and efficient worker, as he finds that his 
efficiency is taken into account. But the calculation of the 
wage-bill of the individual worker is not so simple as in 
the case of the day-wage. On the other hand, the employer 
knows before-hand the direct labour charge for a particular 
work, whereas in the case of the time-wage this is a varying 
amount which puts the industrialist in a disadvantageous 
position in quoting a price for a job. In industries where 
the cost of labour forms a major part of the total cost of 
production, this drawback is serious. Here, the introduction 
of the piece-rate system is desirable. The supervision 
charge is not so heavy under this system, as the workers 
are not likely to while away their time, as in that of the 
day-wages, as they know that their wages are dependent 
upon the amount of work turned out by them. Since there 
is always a tendency to earn more, the workers will try to 
complete as many units of work as possible, and this tends 
to reduce the cost of each unit through the reduction in 
overhead charges for each unit of output. Being interested 
in the continuity of work, the workmen are likely to take 
greater care to prevent a break down in the machine or in 
the workshop. This is a point of considerable gain to the 
management as it is certain to lessen the plant-maintenance 
charges. 

Yet, in spite of the advantages accruing to the manage¬ 
ment as well as to the workmen, the system is not very 
much favoured by workers, the main reason for this-being 
the fixation of the piece-rate by the employer on an un¬ 
scientific basis. The employer in most cases determines the 
rate on the rule-of-thumb method ; and when he finds that 
the workers, on an average, get higher wages compared to 
the wages of the workers doing the same task on a day-rate 
basis, there is a pressure upon the workers for a cut in the 
piece-rate. Thus the system, in its crudest form, neither 
gets the necessary amount of response from the workers, 
nor is it able to increase the output of each worker. 
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Taylor^s opinion with regard to the workers of Midvale 
Steel Company bears testimony to this. Speaking from his 
own experience, Halsey declares that the piece-work system 
seldom works smoothly and never produces the result 
which it should. It is incapable of infusing a spirit of enter¬ 
prise in the workmen. 

It is necessary here to refer to the contribution of 
Taylor in trying to make the piece-rate system a perfect 
one. The employers^ tendency to press for a cut in the 
wage-rate is mainly due to his ignorance regarding the 
capacity of the workman and of the time that will take an 
average workman to perform a particular task. Once these 
two factors have been determined and the best method of 
doing the work has been found out, as has been done by 
Taylor by * Time study ^ and * Motion Study % rate-setting 
becomes a very simple affair, and no occasion need arise for 
pressing a cut in piece-rate. 

There are other drawbacks of the piece-rate. There is 
a greater chance of deterioration in the quality of the work 
done owing to overzealousness on the part of the workman 
to increase the quantity. This may entail the appointment 
of efficient inspectors in place of the supervisors appointed 
in the case of the day-wage system. And there will be 
ample chances of friction between the inspectors and the 
workmen, in case the former try to find fault with the 
workmanship of the workers. This overzealousness, 
further, may tell upon the workers^ health, resulting in a 
quick loss of efficiency. This may also result in the work¬ 
man's negligence in checking the waste of material, fuel 
and power. It will also mean greater wear and tear of the 
machines and tools. 

There are certain types of work, such as weaving and 
spinning in textiles, the raising of coal in mines, plucking 
leaves in plantations, where the application of piece-rates 
is easy as well as advantageous. In fact, wherever the 
quantity of work turned out by each workman is distinct 
and can be accurately measured, piec-rate may be adopted 
without any difficulty. Its application is difficult where 
different shifts are employed on the same work, or where 
a great variety of different grades of workers are employed 
on different and immeasurable services as in the gas and 
electricity industries. Employees whose contribution to 
the final product is incapable of definite measurement 
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iDecause of the very nature of their work^ such as the 
supervisory staff and office staffs cannot be engaged on a 
piece-rate basis. 

The presence of certain inherent defects in both the 
piece-wage and the day-wage systems, has led the industria¬ 
list to find other systems of remunerating labour which 
have the merits of both, but avoid their drawbacks as far 
as possible. The other systems of wage-payment are 
nothing but combinations of piece-wage and day-wage. 
The more important among these systems are discussed 
below. 


BALANCE OR DEBT METHOD 


This is a combination of time and piece rates. The 
worker is guaranteed, an hourly or day-rate with an 
alternative piece-rate. If the earnings of the worker calcula¬ 
ted at the piece-rate exceed the amount which he would 
have earned if paid on a time basis, he gets credit for the 
balance i. e., the excess piece-rate earning over time-rate 
earnings. In case his piece-rate earnings are equal to time- 
rate earnings the question of excess payment does not arise. 
Where piece-rate earnings are less than time earnings he is 
paid on the basis of time-rate, but the excess which he is 
paid is carried forward as a debt against him to be 
recovered against any future balance of piece-work 
earnings over time-work earnings. This method presup¬ 
poses the fixation of time-and piece-rate on a most scientific- 
basis. The following table will facilitate greater apprecia¬ 
tion of the system. 

Suppose the piece-rate is As. 6 a unit, and time rate 
is 0-2-0 an hour, weekly hours 40, and the number of units 
to be completed in 40 hrs. is 16. 


Name of 
Worker. 


1. A (First 
week) 


TJ 

CD 

•4-> o 

•iH *-H 

S B 

0 


16 


Total 
earnings 
under 
P. Rate 


Rs. 61- 


Total 
earnings 
under 
T. Rate. 


Rs. 51- 


Credit 


Re. 1/- 


Debit 


Nil 


Q) 

O 

c 

a 

e) 

CQ 


Re. II- 


2. A (Second 
week) 


12 ^ Rs. 4/8/- 


Rs. 51- 


Nil 


AS.-/8/- 


As.-/8/- 
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It is clear from the table that this debit during the 
second week has reduced his credit of Re. 1 obtained during 
the first week by the amount he is in debit. A worker 
will be paid his guaranteed time-rate, in this case Rs. 5 in 
the first week and second week, although his earning 
during the first week is Rs. 6 and Rs. 4/8 during the second 
week. Adjustments will be made periodically to find out 
the balance to be paid to him. But the period selected 
should neither be too long nor too short. If it is very long, 
it means that the payment of his bonus is deferred to the 
utter dissatisfaction of the worker, and if it is very short 
it is not to the advantage of the worker. 

The obvious merit of the scheme is that the efficient 
worker has the opportunity of increasing his wages. At the 
same time, workers of ordinary ability, by gettin ^ the 
guaranteed time-wage, are given sufficient incentive to 
attain the standard, even though the excess paid to them is 
later deducted from their future credit balance. 

BONUS ON INDIVIDUAL EFFICIENCY 

It is the desire of every employer to see that all his 
workmen do the maximum work they are capable of doing. 
On the other hand, there is the feeling among the workers 
that an increase of effort benefits only the employer even 
if they are employed on a piece-rate basis. The result of this 
is that the workmen never produce to their full capacity, 
and in most cases do the minimum work necessary. This 
feeling on the part of the workmen might be removed 
either through fear or through expectation of gain. It has 
been found that fear can never produce the desired effect. 
We know the truth of the proverb “ It is better to rule by 
love than by fear.’^ The feeling of fear can only goad the 
workman to do the minimum necessary to keep him in 
employment, whereas the hope of earning a bonus always 
acts as an incentive to work harder and produce more. So, 
if the employer wants the workmen to produce more than 
they ordinarily do, the employer should not think of 
retaining for himself the extra benefit which he derives as 
a result of their increased efforts. On the other hand, the 
workers are not justified in demanding that the whole 
benefit should go to them alone, as their increase in output 
is partly due to their own efficiency and partly due also to 
better organisation, better working conditions and better 
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implements provided for them by the employer. Another 
reason why the employer should get a share is that an 
increase in the output might often be preceded by an 
addition to the capital outlay and might involve an 
additional risk in production, for which he should derive 
some compensation. Part of the benefit should also go to 
the consumers in reducing prices, which in its turn tends 
to benefit the workers in the long run. 

The various premium bonus schemes are based on this 
principle. They are combinations of the time and piece- 
rate systems. The differences between the various bonus 
schemes lies in the manner in which the extra benefit is 
shared between the employer and the employee. 

HALSEY PLAN 

Under this plan, which goes by the name of the inventor, 
it is optional with the workman whether he elects to work 
on the premium plan or not. His day’s pay is assured to 
him whether he earns a premium or not provided of course 
he is not so incompetent as to be felt useless. A standard 
output within a standard time is fixed on the basis of 
previous experience. Great care should be taken in fixing 
the standard. The fixation of a high standard, difficult for 
the majority of the workmen to attain, will not act as an 
incentive ; whereas a low standard will involve so much 
loss to the employer that after some time he may have to 
cut down the rate. Such rate-cutting makes the workman 
feel suspicious about the genuineness of the scheme. It is 
always a better policy to start with a moderate rate of 
bonus and to increase it slowly as the circumstances 
permit. 

The bonus under the plan is based on the amount of 
time saved by the workman. The worker is entitled to a 
bonus calculated on the basis of fifty percent of the time 
saved. ^ The worker thus gets wages on time-rate basis 
for the amount of time taken, plus bonus on the time-rate 
basis for fifty percent of the time saved. If he does not 
complete the standard output within the allotted time he is 
paid on the basis of time-wage. The system thus encourages 
the workman to do much work in a short time, and at the 
same time the fear of a wage-cut is removed. Further, the 
guarantee of time-wages does not create any heart-burning 
among such workers as are unable to reach the standard. 

1. This percentage rate usually varies from 33 to 50 percent^ 
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ROWAN PLAN 

This plan differs from the previous one only in regard 
to the determination of the bonus. In all other respects 
they are the same. Here, the time saved is expressed as a 
percentage of the time allowed, and the hourly rate of pay 
is increased by that percentage, so that the total earnings 
of the worker are the total number of hours multiplied by 
this increased hourly rate. The amount of bonus is the 
difference between the total earnings thus calculated and 
the time-wages he would have received at the ordinary 
time-rate. Another method of calculating the bonus is as 
follows :— 


_ ^ . i. .1 .. Time saved 

Bonus=Day-rate for the time consumed X , -j-p— 

Standard time 

The implications of these two Bonus schemes and their 
comparative merits and drawbacks will be very clear from 
the following table : — 


Suppose the standard time is 20 hrs!, the number of 
units to be completed is 10, and the hourly rate is 
annas 0-4-0. Then the working of the schemes will show 
the following result under three different conditions as out¬ 
lined below. 


COMPARATIVE STUDY OF HALSEY AND ROWN PLANS 


Name of 
Scheme 

1 No. of 
Hours 
taken 

No. of 
Hours 
saved 

1 Amount 
of wages 
received 

Amount 
of Bonus 

Total 

Earning! 

Case I 



' Rs. 

A, 

Rs. 

A. j 

Rs 

A. 

Halsey 

14 

6 

3 

8 

0 

12 

4 

4 

Rowan ... ' 

' 14 

6 

3 

8 

' 1 

0-8 , 

4 

8*8 

Case II 

1 


1 

1 



1 

1 

1 


Halsey ... 

10 

10 

1 2 

8 

1 

4 

3 

12 

Rowan 

10 

10 

1 2 

8 

1 

4 

3 

12 

Case III 



i 






Halsey 

8 

12 

2 

0 i 

1 

8 

3 

8 

Rowan 

1 

8 

12 

i ^ 

0 

1 

3‘2 

3 

3-2 
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COMPARATIVE STUDY 

It is clear from the table above that under Rowan 
method the bonus rate is higher. But when the saving of 
time is at 50% both Rowan and Halsey give the same 
amount of bonus. When the saving in time is more than 
50% of the allotted time, Halsey gives a higher bonus. This 
scheme goes on giving iDonus at an increasing rate with an 
increase in the amount of time saved, whereas under the 
Rowan method the bonus rate decrease!> after the point at 
which the saving of time is more than 50% of allotted time. 
Under the Rowan method there is no scope for the workman 
to double his wages i.e., make his bonus equal to his wages. 
This is evident from the fact that under the Rowan method 
the bonus in hours is equal to ** Time taken multiplied 
by “ Time saved divided by Time allowed or in other 
words, the value of the controlling factor constantly 
approaches unity but can never reach it unless the work is 
finished in the twinkling of an eye by the jinn of the 
Arabian Nights. Thus, there is an automatic check for 
limiting prcxluction which is absent in the Halsey plan as it 
places no limit on the continued increase in the amount of 
bonus. There seems to be no more reason for limiting 
earnings than for limiting production. The Rowan plan 
has the advantage of lessening the employer’s desire to cut 
the basic rate as production and earnings increase. A 
saving of time to the extent of 50% of the allotted time can 
never be a general feature. If it is so, there is every reason 
to apprehend that the standard time is wrongly or unscienti¬ 
fically fixed at a very low level. On a consideration of all 
these factors, it is reasonable to conclude that the Rowan 
method of bonus payment is preferable to the other. These 
bonus schemes are also known a premium bonus schemes. 

BONUS ON COLLECTIVE EFFICIENCY 

The bonus schemes discussed above are based on 
individual eflBciency and no doubt encourage efficient work¬ 
men, but none of them can expect to achieve the maximum 
efficiency of the mass of workers as a whole. This is due 
to the fact that under the modern factory system of 
production, the output is the result of the collective effort 
of all the workmen. The efficiency of a few of them can¬ 
not lead to an increase in the efficiency of the unit as a 
whole, because their effort may be neutralised by the 
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presence of a large number of ordinary workers. Many 
employers therefore desire that the spirit of team-work 
should be encouraged, and in order to encourage team-work 
they devise the paymet of a collective bonus on the basis of 
collective efficiency. One of the following may be taken as 
the basis for assessing collective efficiency : (a) reduced 
production cost (6) reduced labour cost (c) increase in out¬ 
put and (d) increase in profit. The following are some of 
the schemes formulated on these considerations, (a) Cost 
Premium (6) Towne Gain-sharing (c) Priestman Production 
Bonus (d) Profit-sharing and Co-partnership. 

COST PREMIUM 

This method is adopted for the sake of the distribution 
of bonus among the workmen on the basis of their 
collective efficiency. The standard cost of a unit of product 
for a given period is determined on the basis of raw 
materials, wages and that part of the overhead charges 
which the workers in general are in a position to reduce. 
In case the actual cost proves to be less than this standard 
cost, a portion of the saving is distributed as bonus among 
the v/orkmen, on some agreed basis; the underlying 
principle of this distribution being that the workers have 
certainly made a partial contribution to the net reduction 
in cost. The adoption of the standard cost is a very difficult 
problem. And the unit needs continuous scrutiny and 
revision, according to the variations in the price of raw 
materials and the general level of wage rates. This 
complication makes the adoption of the system difficult. 
The merit of the system is that it tries to encourage care in 
the use of plant and machinery and the elimination of waste 
of all kinds, time and material, on the part of workmen. 
But the share of the bonus will be very small during 
periods of depression when the cost of production is not 
likely to fall; and so, this system of bonus distribution is 
not attractive to the workers, all the more because it is 
during a depression that the bonus is most welcome but 
least possible. 

The operation of the Cost Premium Bonus scheme 
seems to have good potentialities in an industry where 
overhead costs constitute a high proportion of the total 
costs. With every increase in the output, it is likely that 
the cost of a unit diminishes. This is exactly so in an 
industrial unit operating under the law of diminishing 
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•costs. The workers are bound to gain from this bonus 
scheme as their effort is productive of diminishing costs 
for each unit of product. Whereas it is problematic if 
workers would benefit equally if the scheme is applied to 
an industry in which the proportion of material and laboiu* 
in the total cost is very high, the margin for cost reduction 
being obviously meagre there. 

TOWNE GAIN-SHARING 

Here, the bonus is based on a saving in labour-cost 
alone. The power of the labour, however efiicient it may 
be to reduce costs other than wages, such as materials and 
overhead charges, is not very great. So it is not fair to 
make the bonus of the workers dependent upon such factors 
as are beyond their power to influence considerably. 
Towne therefore, made the bonus dependent upon the 
reduction of labour cost alone. The standard labour-cost 
of a unit of output is calculated in the light of past results. 
If the actul labour-cost is found to be less than the 
standard, then a portion of saving, generally half of it, is 
distributed among the workers, including the foreman, 
whose share is generally fixed in advance. 

The Towne Gain-sharing scheme shows certain inte¬ 
resting features. Firstly it is in the nature of the scheme 
itself that a higher share of cost-reduction should go to the 
workers than under the Cost-Premium, for here the 
workers' influence on the cost-reduction is obviously 
greater. Secondly, the scheme is likely to appeal greatly 
to all the workers, as the bonus is made dependent upon 
the cost-reduction resulting from their own eflBciency and 
on no other factors over which they have but little control. 
But the workers should not attribute the whole result of 
the reduction in labour-cost to their own effort, as under 
the modern factory system, the help they take of machinery 
and tools and organisation provided by the employer in 
reducing labour-costs is stupendous. This justifies the 
claim of the employer to a share in the reduction of cost. 
The scheme is in one sense a new type of profitsharing 
plan. As the profit of an imdertaking does not depend on 
the efficiency of the workers alone but also on trading 
conditions, the price of raw material, efficient^management, 
efficiency in the purchase of raw material and distribution, 
Towne isolated those components of cost which labour has 
1393—21 
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in its power to influence, and thus based the division of 
profits upon the amount of reduction in these costs. 

The Towne Gain-sharing plan is to be drawn up in 
the form of a contract, the period should not be less than 
a year, preferably lasting from three to five years. At the 
close of the period, the contract may be revised. 

PRIESTMAN PRODUCTION BONUS 

This scheme, first adopted by Messrs. Priestman 
Brothers Ltd., Hull, in 1917, has the same idea of encourag¬ 
ing team-work and is, therefore, sometimes known as 
Collective Bonus or collective output Bonus. A standard 
output is arrived at for each department or the unit as a 
whole for a particular period, the period being determined 
in consultation with workers through works committees. 
If in a period the output happens to be more than the 
standard, the fruit of the result are divided among all the 
workers of the unit, or of the particular department as the 
case may be, in the proportion of their wages. 

While the scheme encourages team-work it is likely to 
dissatisfy the specially eflBcient workers. This is all the 
more true if there are many slackei’s or inefficient men. 
Efficient workers feel that the inefficient workers are a 
burden on them. It is clear that all collective bonus 
schemes must suffer from this defect. These schemes could 
work satisfactorily where all the v/orkers participating in 
the bonus are almost of the same ability. Their chance of 
success is greater when the collective efficiency is deter¬ 
mined with reference to a small group of workmen, as it is 
possible to satisfy workers of very different abilities when 
they are grouped into a few groups of somewhat uniform 
abilities. It may be noted here that the departmental 
production bonus of the Tata Iron and Steel Co., Ltd. is 
akin to these schemes. 


SLIDING SCALE 

The sliding scale system of wage payment was invented 
with the idea of creating a feeling among the workers that 
they too share in the prosperity of the undertaking, that 
they too are responsible for its success and they should 
therefore give their maximum co-operation. In the original 
sliding-sc^e, wages were made to vary directly with the 
selling price of the product which the workmen were 
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employed tojproduce. The essential things to be determined 
here are llEe standard wage and the standard price. In fixing 
the standard price, generally the average price for a period 
(say six months or one year), which is least disturbed by 
abnormal circumstances, is taken into consideration, as 
calculated on the basis of the cost of production determined 
by a public cost-accountant chosen by the consent of both 
the parties. Such standards are subject to revision at stated 
intervals. It is necessary next to determine the relative 
share of labour and capital in the dividends. To take an 
example, in South Wales the sliding-scale was introduced 
in 1875. Prices and wages of 1869 were taken as standards 
and the revision period was fixed at six months. There, for 
every shilling advance in the price of a ton of coal, wages 
were raised by d. There is thus an element of indirect 
profit-sharing in the scheme. The employees need not feel 
that they are exploited solely for the benefit of the 
employer. 

From this it is evident that the scheme makes high 
wages dependent upon one of the two or on both factors 
which are antisocial. The first is a rise in costs, possibly 
contrived or manipulated by workers, with the result that 
the selling-price correspondingly increases and automati¬ 
cally benefits the workers. It is possible that gradually the 
scheme defeats itself. For, workers might learn to benefit 
from a slackening of efficiency which results in high costs 
and high selling prices. But the employer has two checks 
over these tendencies of the workers. Firstly, the employer 
begins to question the continuous tendency for costs to rise, 
and perhaps arrives at the conclusion that the workers are 
to be blamed. He thus gets provoked against the very basic 
level of wages. Secondly it is possible that the selling price 
does not rise, despite the rise in his costs, as he markets 
his product in competition with other producers. The price 
is not necessarily set by his own costs. Thus, rising costs 
might not be followed by rising prices and might actually 
recoil on the workers. Of course it is different if the 
employer is a monopolist in the field. 

The second factor relates to the exploitation of 
consumers by the employer in co-operation with the 
workers to benefit the latter. Here, too, the extent of his 
control over the market or the supply of the product, is an 
important consideration. Consumers do suffer when he is a 
monopolist in the field. 
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However, a wise employer should favour the lowest 
prices possible, which expand sales and result in the 
maximum net returns. Of course, this scheme by itself does 
not reconcile his ideal with the immediate concern of the 
workers for a rise in prices, which alone benefits them 
directly. 

All this explains why this scheme is capable of intro¬ 
duction in those basic industries, the prices of whose 
products are generally an index of general price move¬ 
ments. The scheme was introduced originally in basic 
industries, such as coal and iron mining in U. S. A. and 
England. 

A rise in the prices of such products causes a rise in 
the wages of workers employed in the production of such 
products. The scheme thus tends to prevent the real wages 
of the workers from falling below a fixed level. . It is not 
wrong to say that the scheme indirectly attempts to equate 
real wages with cost of living. 

It is clear now that this system works well in those 
industries, the prices of whose products are indicative of 
general price movements. Manufacturers of luxury goods 
cannot advantageously adopt this scheme, as the prices of 
these products are not indicative of general price move¬ 
ments. Moreover, the selling price of luxury goods can be 
placed at a high level only at the sacrifice of a large sale, 
which generally runs counter to the main interest of the 
manufacturer. 

In the course of time, the sliding scale system of 
remuneration meant a correlation of wages directly with 
the cost of living index. The idea is to see that the 
workers are always able to maintain a uniform standard of 
living. The first pre-requisite in the introduction of this 
scheme is to fix a standard of living, and the standard wage 
to maintain it. The standard of living fixed must not be 
one which gives the workers only the bare necessities of 
life but should be one which helps them in maintaining 
themselves and their family in a state of efl&ciency. 

Though the system seems to have many merits, some 
practical difficulties stand in the way of its application. 
There is not sufficient statistical material to compile cost 
of living indices in the proper way for different classes of 
workers in different parts of the country. This is especially 
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difficult in India.* Then, the wages when increased with 
an increase in the cost of living, should be again reduced 
when the cost of living goes down. But the latter step is 
fraught with the risk of creating great discontent among the 
workers, leading ultimately to strikes and other unfortunate 
results. The workers fail to realise that the latter cut is 
as reasonable as the former rise and that if they liked the 
former they should at least tolerate the latter. Experience 
has shown the absence of such tolerance among the 
workers. During and after the World War I the textile 
workers of Bombay were given an additional wage known 
as the * War Bonus ^ to meet the high cost of living 
prevailing then. But later its withdrawal with the return 
of normal conditions was so much resented by the workers 
that a number of strikes followed. The situation was 
eased ultimately by merging the bonus with actual wages. 

The other system of wage-payment known as the 
contract system is advantageously used in certain types of 
undertaking, such as in the ship-building industry, the 
locomotive industry and the building trade. 

The various system of wage and bonus payment were 
invented with the idea of reducing the cost of production,® 
increasing the interest of the workman in his work and 
making him feel that the interests of capital and of labour 
are one and the same. With the growth of class- 
consciousness among the workmen, there has grown the 
feeling that the interests of capital and labour are 
diametrically opposite. Labourers not only claim higher 
wages but they also want better conditions of work, better 
treatment by the employer, and a better status. They feel 
that they are exploited by the capitalists, and that they 
should have an equal hand in the administration and share 
equally, if not more, with the capitalists in the profits of 
the industry which their labour has brought about. We 
are not concerned as to how far their demand is legitimate. 
But we find that even the capitalists admit that their 
demand is partially justified, and this is reflected in their 
profit-sharing and co-partnership schemes. 

2. The Rau Court of Enquiry appointed to investigate the 
dispute regarding dearness allowance on the G. I. P. Railway 
remarked * None of the cost of living index figures at present 
available are entirely satisfactory 

3. It should be noted here that high cost of labour does not 
necessarily mean high cost of production! neither is the reverse true. 
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PROFIT SHARING 

Both profit-sharing and co-parnership are methods of 
payment of a bonus. They cannot be considered as methods 
of wage-payment^ firstly because they are paid in addition 
to the normal wages of the workers and secondly, as the 
bonus is paid out of the net profit of the undertaking it 
cannot be strictly considered as wages. Wages are an item 
of cost which must be incurred irrespective of the amount 
of profit earned by the undertaking whereas this bonus is 
dependent upon the net profit of the concern. Strictly 
speaking, we may take the bonus paid to workers as a 
debit to the profit and loss account. But this is not the 
case under the profit-sharing scheme. This shows that the 
two schemes, profit-sharing and co-partnership are on a 
different footing compared with the other methods of bonus 
payment. 

Under profit-sharing schemes workers receive, in 
addition to their normal wages, a share fixed beforehand 
in the profits of the undertaking in which they are 
employed and to which the scheme relates. The points to 
be specially noted in the definition are (a) it is an addition 
to normal wages ; (6) the share of the workers in the profit 
is determined in advance of the determination of the net 
profit; (c) a profit sharing bonus is given to the workers 
when the total net profit is in excess of a specified amount 
which, too, is fixed in advance of the determination of the 
net profit. The other implication is that the scheme must 
benefit a large number of workers and not two or three 
(say the General Manager or the other Superior officials) or 
only a minority. The International Congress on Profit- 
Sharing, held in Paris in 1889, declared that the scheme 
must benefit al least 75% of the workers of the undertaking. 

By allowing the workers to participate in the profits of 
the undertaking in a manner fixed in advance, the idea is to 
show that the interests of the workers ought not to be 
different from those of the capitalists, and to make the 
workers feel that their welfare is linked with the 
prosperity of the undertaking in which they are employed. 
On the face of this it seems that the scheme is bound to be 
welcome to the workers; but on an examination of any 
profit-sharing scheme, its details reveal certain features 
which stand in the way of making the scheme a success. 
Some may argue that the criteria of success are to be foimd 
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in what it was designed to achieve, e. gf., to prevent a strike 
or some other labour trouble ; and if it coiud achieve this, 
at least for the time being, the scheme should be considered 
a success. But the real success of such a scheme ought to 
be judged from the following points of view. Firstly, has 
it been able to smooth the relationship between capital 
and labour ? And secondly, can it promote the productive 
eflBciency of the unit ? 

CRITICAL EXAMINATION 

Under this scheme the workers participate in profits only 
if the divisible profit is in excess of a particular sum fixed 
in advance, after remunerating the capital at a fixed rate 
of interest. Only those workers will be allowed to 
participate who are in the employment of the company 
continuously for a specified period, generally from six 
months to one year. As the bonus is dependent upon the 
amount of profit earned by the company, it can be paid 
only after ascertaining the divisible profit and after the 
declaration of dividend. Naturally this means that the 
workmen’s share of the bonus is deferred till the year closes 
or perhaps longer (or at least six months, where half- 
yearly dividends are declared). The share of each worker 
in the bonus is generally determined with reference to his 
pay (such as equal to half a month’s or a months wage) in 
the absence of any other good standard. If it is based on 
the recommendations of the foreman or any other superior 
oflScer, it may not be fair in practice to the workers and 
may lead to nepotism. Finally, the payment of bonus is 
made conditional upon many factors express or implied, 
such as loyalty to the firm, good behaviour and temparate 
habits. These, it is obvious, are qualities that are assessed 
according to the employer’s will. Being a fllexible basis 
for determining a worker’s eligibility to the bonus, they 
may not always enable the worker to benefit fully. The 
determination of the net profit, on the basis of which a 
profit-sharing bonus is to be declared, is also somewhat 
flexible. Prudence may dictate to the employer to make a 
larger provision for reserves than is necessary before 
arriving at the net profit, with the result that while the 
industrial unit gains in financial strength the bonus of the 
workers does not show any corresponding increase. 

The payment of the profit-sharing bonus is in almost 
every case, a voluntary act on the part of the employer. 
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No contractual obligation exists to pay it regularly even if 
the profits permit. Profit-sharing by statutes has been intro¬ 
duced in Venezuela, Mexico, Palestine and Newzealand. ^ 

Now let us examine how far this bonus payment is 
able to promote efi&ciency in production. 

The first consideration here is whether the bonus 
given is really earned or is it gratuitous ? If one considers 
it as earned, then the workers feel that they were deprived 
of their legitimate share in the past and that they have a 
right to demand an immediate and unconditional payment 
of their share. On the other hand, if it is considered to be 
a gratuity^ they also feel that they are after all not given a 
fair basic wage, for no worker would like to believe that 
the employer is generous enough to pay it from his own 
pocket. Thus, its grant might not invoke gratitude or 
appreciation on the part of the recipient, but its suspension, 
on the other hand, however necessary during lean years, 
surely causes discontent. The receipt of a bonus for a 
number of years continuously makes the workers feel that 
it is a part of their normal wages legitimately due to 
them. 

There are other reasons why sufficient incentive is not 
created in the workers to improve their productive 
efficiency. Tne bonus is not based on individual efficiency, 
skill or diligence. It makes no distinction between the 
diligent and the lazy. It is not paid along with the 
monthly, fortnightly, or weekly wages. Being a deferred 
payment, it neither creates in the worker the amount of 
interest it is expected to create, nor makes him financially 
happy, as the amount is not very considerable and comes 
only as a small and belated gratuity. 

The bonus is actually based on many conditions, not 
all of which are always very clear and explicit. These 
sometimes seem prejudicial to the interests of the workers 
in general. Finely, it is not rwholly dependent upon the 
efficiency of the workmen but upon the management and 
trade conditions. It is quite likely that in spite of extra 
effort on the part of the workers they may not be able to 
get any bonus, owing to inefficient management neutralis¬ 
ing the extra effort of the workmen in increasing the profit 


4. Report of the Committee on Profit Sharing para 13. 
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to the extent of declaring a profit-sharing bonus. The 
same possibilities exist when the trade conditions are bad. 

A consideration of all these factors cannot make us 
very sanguine about the success of the scheme in promoting 
efl&ciency in production. 

Coming to the second question—its power to smooth 
the relationship between Capital and Labour, we find that 
it cannot make the workers feel that their interests are not 
different from those of the capitalists, or that their interests 
are really mingled with those of the concern in which they 
are employed. The harmonisation of the interests of 
Capital and Labour does not rest on the question of wages 
alone but on other factors like better dealing, better 
working conditions, and better status, e. g.y granting some 
power to the workers with regard to the management of 
the undertaking. And these may be provided for without 
taking recourse to any profit-sharing scheme, for it does 
not require a profit-sharing scheme to demonstrate the 
utility of making provision for these factors. 

In the light of the above discussions it will be profitable 
at this stage to examine the Report of the Committee 
on profit-sharing appointed by the Government of India 
in May 1948* 

CRITICAL EXAMINATION OF THE REPORT OF THE 
COMMITTEE ON PROFIT SHARING* 

In pursuance of paragraph 9 of their Resolution, dated 
the 6th April, 1948 on Industrial Policy,' the Government 
of India announced their intention of constituting a Central 
Advisory Council, the main function of which will be to 
advise Government on the principles to be followed for the 
determination of (a) fair wages to labour, (b) fair return on 
capital employed in the industry, (c) reasonable reserves 
for the maintenance and expansion of the undertaking ; and 
(d) labour^s share of the surplus profits, calculated on 
sliding scale normally varying with production after 
provision has been made for (b) and (c) above. 

* Practically the whole of this section appeared as an article by 
one of the authors (H. K. Datta) in Commerce ** (Vol. LXXVII 
No. 1974). Thanks are due to the editor for kindly permitting the 
reproduction of the same here* 
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Due to the complex nature of the subjects under (b), (c) 
and (d) referred to above, it was further decided to appoint 
an expert committee to make a preliminary study of these 
subjects in order to facilitate detailed consideration of the 
same by the proposed Central Advisory Council. 

Under these circumstances the Government of India 
appointed in May 1948 an expert committee with 14 
members composed of equal number of officials and non¬ 
officials. The report was released to the public on 23rd 
September, 1948. Its recommendations are of far-reaching 
character and importance. 

The first thing to be noted about the report is the 
submission of separate notes of dissent relating to various 
aspects of the problem by all the non-official members except 
one. Many of the differences are of a fundamental nature 
and hence each one of them felt the need for adding his 
separate note. 

The fundamental point of the Government policy is 
that production should be increased and industrial peace 
maintained. The decision of the Government to constitute 
a Central Advisory Council referred to above, to determine, 
among other things, labour’s share of surplus profit clearly 
indicates the determination of the Government to introduce 
profit-sharing scheme in industry. There seems to be no 
doubt in the minds of the Government about the success of 
the profit-sharing scheme in achieving the two objectives 
of increased production and industrial peace. In fact, 
success of any profit-sharing scheme ought to be judged 
from these two angles—in their ability to smoothen the 
relationship between capital and labour and its ability to 
promote the productive efficiency of the unit as mentioned 
earlier,—and not on what it was designed to achieve viz., 
to prevent a strike or some other labour trouble. 

Can we be very sanguine like the Government of India 
about the success of profit-sharing schemes ? The history of 
profit-sharing schemes in different countries of the world 
does not make us feel very hopeful about their success. 
Not only there appears to be a high infant mortality rate 
among these schemes but history has also shown that 
even the survivals failed to reach the expectations of those 
who sponsored them. The Committee has pointed out 
that though profit-sharing by statute has been introduced 
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in a few countries^ yet it is too early to benefit by their 
experience, (para 13) 

The expert committee was asked to suggest alternatives 
to profit-sharing if the scheme appears to impracticable 
to give effect to the principles underlying government’s 
declared policy. The committee is of the opinion ** that it 
is not possible to devise a system in which labour’s share 
of profits could be determined on a sliding scale varying 
with production. The link can only be indirect.” (para 10) 
It has also been stated by the committee that both the 
employers’ as well as one important labour organisation 
are opposed to profit-sharing. The committee has also 
remarked “ that an experiment in profit-sharing on a wide 
scale would be definitely undertaking a voyage on un¬ 
chartered seas, (para 13) 

Under these circumstances, one fails to find reasons 
which prevented the committee from offering alternatives 
to profit-sharing. It has rightly been pointed out by one of 
the members (Mr. S. P. Jain) in his note of dissent that the 
recommendation of the committee for introducing profit- 
sharing is a ‘‘ compromise proposal that is outside the scope 
of the terms of reference done at the sacrifice of the 
principal objective, namely increased production.” Another 
member (Prof. Radhakamal Mukherjee) in his note of 
dissent also made the following observation in this connec¬ 
tion: ‘‘Since profit-sharing is recommended it has got to 
be linked with output in accordance with the government’s 
declared policy. One fails to understand why the 
Committee has modified the very basis of profit-sharing in 
contravention of accepted policy.” 

The Committee says “ the main reason why we have 
recommended an experiment in profit-sharing is that it 
would promote industrial peace.” (para 14) It is doubtful 
whether the committee has considered all points of view in 
coming to this conclusion. Mr. S. P. Jain in his note of 
dissent says “ the compromise proposal will not give the 
required direct incentive to production and it is very 
doubtful whether it will help maintain industrial peace 
to any extent. It will further result in inequity.” 

The problematic character of profit-sharing scheme in 
promoting industrial peace or efficiency in production has 
already been examined. However to ensure industrial 
peace, the committee recommends “that the benefits of 
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profit-sharing in any year should be withheld, wholly or in 
part, from workers or section of workers who, during that 
year participate in a strike declared illegal by competent 
authority. Similarly if there is an illegal lock-out, * surplus 
profit * should be computed for the purpose of profit-sharing 
as if there has been no lock-out.(para 14) If the profit- 
sharing bonus is earned by the workers — and it is so—, 
then it is doubtful whether such withholding of the bonus 
will be justified on the part of the authorities. At best the 
proportionate profit-sharing bonus for that period for which 
the workers were on illegal strike may be withheld. But is 
it possible to determine this is an equitable way ? The 
answer, will surely be in the negative. In this connection 
the note of dissent by Mr. V. B. Karnik is worth quoting. 
He says :—‘‘ Such a provision will embitter the relations 
between workers and employers and will be the cause of 
immense mischief as well as grave injustice. In the present 
disorganised and chaotic condition of industrial relations 
it will be impossible to give effect to this provision, unless 
the intention is to deny the benefit to a large number of 
workers. Many illegal strikes take place because of 
ignorance or because of provocative actions of employers or 
because of coercion and intimidation. It will be sheer 
injustice to deprive workers of their profit-sharing bonus in 
such a case.’^ In fact, such a provision will defeat the very 
purpose of the introduction of the profit-sharing scheme. 

Further, is it not more sensible to locate the cause of 
industrial unrest and then prescribe the remedy ? Statistics 
of industrial disputes published by the Indian Labour 
Gazette and Bombay Labour Gazette since 1921 onwards, go 
to show that among the five causes of disputes, pay, Bonus, 
Personnel, Leave and hours, and others, into which the data 
is classified, * Pay ^ is the most important one. Tabulated 
in the form of percentage of disputes by causes from year to 
year (1921—1939) it shows that under the heading ‘Pay \ 
percentage has varied from 38*4 to 67*3 and under bonus 
between 6*6 and 0*5 barring 1921 and 1922 when it was 18*9 
and 11*5 respectively. In 1927, question of bonus did not 
figure at all among the causes of dispute. It is also worth 
noting that since 1930 the higher limit was only 2*7% under 
the heading ‘ bonus L® 

5. A statistical study of India’s Industrial Development by 
Dr. N. S. R. Sastry. 
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Profit-sharing, then, cannot cure the disease of 
industrial unrest. If we want to reduce to a minimum the 
number of disputes, we must make an earnest attempt to 
increase the basic wage of the workers. This is what the 
workers also want. This has been made clear to the 
committee by all labour representatives. It is said, 
workers are more keen on getting fair wages than in 
sharing profits.’^ This belies that statement of the India’s 
Labour Minister Sri Jagjivan Ram made at Patna in April 
1948, that Labour did not feel the necessary incentive or 
enthusiasm because it knew it would not share profits. 

If we are sincere in the establishmet of industrial peace, 
an earnest attempt must be made for fixation of fair wages 
to labourers. Moreover, labour's share of surplus profit 
cannot be equitably determined without first fixing the fair 
wage. The recommendation of the comittee in fixing the 
labour’s share at 50 per cent of the surplus profit of the 
undertaking cannot be considered to be scientifically 
arrived at. It has also been rightly pointed out by prof. 
Radhakamal Mukherjee in his note of dissent that ** any 
scheme of profit-sharing that imposes a flat rate of 
distribution irrespective of output, is not profit-sharing but 
a form of industrial taxation to subsidize the labour force... 
To distribute fifty per cent of the divisible profits to the 
labour force forthwith, without its demonstrable partici¬ 
pation in increased production programme or inspite of its 
slackness, may jeopardise not only the very purpose of the 
scheme but also the larger interests of the gener^ public.” 

In asking the committee to determine the labour’s share 
of surplus profit and leaving the important question of 
determination of fair wage in the hands of the Central 
Advisory Council to be constituted later, the government 
has actually put the cart before the horse. This has led the 
Committee to come to the unfortunate decision of accepting 
the prevailing wages as the equivalent of fair wages until 
revised by the Central Advisory Council. 

The Committee has recommended introduction of the 
profit-sharing scheme, in the first instance, for a period of 
five years in the six industries, namely (1) Cotton textiles, 
(2) Jute, (3) Steel, (main producers), (4) Cement (5) manu¬ 
facture of tyres and (6) manufacture of cigarettes. The 
Committee would have done well if it had given the 
reasons for the choice made. 
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The Committee has further recommended that in the 
textile industry profit-sharing should be tried on an 
industry-cum-locality basis in Ahmedabad| Bombay and 
Sholapur. In other cases^ it would be unit-wise. 

In recommending introduction of the profit-sharing 
scheme in six industries, the Committee seems to have not 
considered the effect of the imposition of this “ tax on 
industry in general and these six industries in particular. 
Will not the cotton-mill owners of these three places be placed 
at a disadvantageous position compared with the cotton- 
mill owners of other places as a result of the committee’s 
recommendations ? Will not the imposition of this new tax 
weaken business confidence in an already depressed capital 
market ? It is surprising how the Committee could be silent 
on these points. Revival of confidence among the investors 
and businessmen is one of the first essentials not only for 
increased production but also to solve many of our present- 
day economic ills. The new tax will not only act as a 
disincentive for investment of capital but will also stifle 
production. In recommending unit-wise distributuion of 
labour’s share of surplus profit for certain industries and 
on industry-cum-locaiity basis for textile industry in 
Bombay, Ahmedabad and Sholapur, it has been admitted 
by the Committee (in para 23) that introduction of profit- 
sharing on an industry-cum-locality basis amounts to a 
fundamental departure from the principle of profit-sharing 
to the extent it involves the payment of minimum sum by 
units which have either incurred a loss or made profit less 
than the average profit of the industry. ” This considera¬ 
tion, too, ought to have inspired the Committee in 
suggesting alternatives to profit-sharing as per terms of 
reference. 

A unanimous report would have been a desirable 
thing. The very nature of the subject under consideration 
may be partly responsible for not coming to a unanimous 
decision. However, such a difference of opinion of 
fundamental nature on many vital matters, as has compelled 
every one of the non-ofl&cial members except one to add a 
separate note of dissent of his own, has made the work of 
the goverment not so simple as it wanted it to be. The 
Government will have to give a very serious thought over 
the recommendations of the Committee before they are 
given effect to. Let not the introduction of profit-sharing 
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** turn out to be one proposed for sentimental reasons as 
feared by Mr. S. P. Jain in his note of dissent.'*' 


TATA’S PROFIT SHARING PLAN 

In introducing their profit-sharing plan in 1937, the 
Tata Iron and Steel Company Ltd., addressed a letter to its 
employees saying that the company apprecie^^ the good 
work of its employees which enabled the Company to earn 
satisfactory profits. 

The Directors of the Tata Iron and Steel Co. Ltd., 
introduced a regular profit-sharing scheme in 1937, in the 
interests of its employees, so that in good years the 
employees will receive a share of the profits on a definite 
scale. 

The scheme prvides that when the amount to be paid 
to the shareholders as dividend exceeds Rs. 100 lakhs, each 
employee shall receive half a month^s pay as profit sharing 
bonus for every Rs. 25 lakhs (or part thereof) paid as share¬ 
holders dividend in excess of Rs. 100 lakhs. Thus : 

When the extra dividend Each employee will 

above Rs. 100 lakhs, is receive a bonus 

equal to 


not 

over 

25 Lakhs. 


Over 25 

>> 

50.. 


„ 50 


75. 

month^s pay. 

„ 75 


100. 


„ 100 

n 

125. 



month^s pay 

and so on. If the share capital of the company were 
altered, the bonus scale would be subject to revision. 


* A summarised account in a tabulated form of some of the 
profit-sharing schemes existing in India during recent years is 
given at the end of the chapter. All the schemes are either 
voluntary or are the results of awards of adjudicators. 
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In the past the bonuses have been paid in a single lump¬ 
sum. In future payments will be made as follows to 
employees whose pay is under Rs. 500 per month. 


Total bonus payable. When paid. 

Half month’s pay.Single payment on dividend date. 

One month’s pay.Half on dividend date. Half three 

months after dividend date. 


One and hall month’s pay...one third on dividend date. 

,, 3 months after dividend 

date. 

,, 6 months after dividend 

date. 

Two month’s pay or over Quarter on dividend date. 

,, 3 months after dividend 

date. 

,, 6 months after dividend 

date. 

,, 9 months after dividend 

date. 

If the services of an employee terminates from any 
cause while instalments are outstanding, they will be paid 
to him along with any other dues when he takes settlement. 

For employees drawing Rs. 500 per month or over, the 
bonus will be invested in shares of the Company by 
trustees acting on behalf of the employees. Dividends on 
such shares will be paid to the employees as received, but 
the shares will remain in the control of the trustees until 
the employee’s service terminates, when they will be 
transferred to him or sold on his behalf. 

Those employees will be entitled to the profit-sharing 
bonus who have been in the continuous employment of the 
Company from the beginning of the year to which it applies 
until the date of the annual general meeting of the Company 
at which the dividends are passed. From 1st. August 1947 
a new revised profit-sharing bonus scheme came into 
operation. 

After these discussions one may naturally ask why 
profit-sharing schemes are now introduced. The object is to 
achieve a particular aim which may not be altruistic or 
really benevolent in character ; or we may say that it is an 
example of the triumph of hope over experience. 
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CO-PARTNERSHIP 

The Labour Co-partnership Association stated in 1911, 
The Co-partnership scheme in its simplest form, 
taking the case of a man employed by a great limited 
liability company, involves 

1. that the worker should receive, in addition to the 
standard wages of the trade, some share in the final 
profitjof the business, or the economy of production ; 

2. that the worker should accumulate his share of profit, 
or part thereof, in the capital of the business employing 
him, thus gaining the ordinary rights and responsibili¬ 
ties of a shareholder.^’ 

An amendment to the above was made in 1919 
which runs as follows :— 

that the workers shall acquire some share in the 
control of the businness in the two following ways :— 

(a) by acquiring share capital and thus gaining the 
ordinary rights and responsibilities of a share¬ 
holder ; 

(b) by formation of a co-partnership committee of 
workers, having a voice in the internal manage¬ 
ment.” 

Thus, it is clear form the above that co-partnership 
includes, or at least implies, profit-sharing and a share in 
the capital of the undertaking, as well as some control 
which that ownership of capital implies. 

The first consideration regarding the scheme is, how 
are the employees to acquire shares ? Is it by purchase in 
the market ? If so, it is not a co-partnership scheme, as any 
investor has the liberty to invest in any undertaking he 
likes. It is only when shares are given to the employee on 
special terms that this scheme acquires the title of a co¬ 
partnership scheme. 

What is done in most cases is that the profit-sharing 
bonus of the worker is not distributed in cash but is 
allowed to accumulate. When it reaches a sufficiently large 
figure, it is invested in the undertaking up to the limit of 
investment, fixed in advance, for co-partnership holdings. 
After this point is reached, the employee receives the bonus 
in cash. Sopij^etimes workers are given inducement in 
different forms for acquiring shares, e.g., advances from the 
employer, or an offer of shares on special terms, such as at 
a price below market price or on an instalment basis, or 
the payment of a higher rate of dividend on co-partnership 
1393—2? 
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holdings. In certain cases workers are given certain shares 
directly without any payment on their part in which case 
employees get co-partnership certificates and not share 
certificates. Such co-partnership certificates have no 
intrinsic value. They are useful only in determining the 
amount of dividend which the holder of such a certificate 
will get. In almost all cases the dividend declared on co¬ 
partnership holdings is distributed in cash. However, a 
restriction is placed on the transfer of such holdings, and in 
the event of death or retirement, or in case the employee 
leaves the work such holdings are purchased by the trustees 
of employees who are appointed to hold the shares of all 
such employee share-holders on their behalf, or such shares 
are automatically cancelled and cease to exist when the hol¬ 
dings represent no investment on the part of the employee. 

CRITICAL EXAMINATION 

It is clear that the scheme has the same merits and 
draw backs as the profit-sharing scheme. The additional 
merit it has, is in the control which such holdings are 
supposed to give to the employee share-holders in the 
administration of the concern in which they are employed. 
Thus it might make the workers feel that they are also 
partners in the undertaking, and this in its turn acts in 
raising their status. 

Let us see how far these objects are achieved. In many 
cases, such shareholdings confer only restricted voting 
rights, while in a few they confer no voting rights at all. 
Where no voting rights are conferred, the workmen are 
given representation in what is known as a co-partnership 
committee. Such a committee composed of representatives 
of the workmen as well as of the management goes a long 
way in clearing up misunderstandings that might arise 
between the Management and Labour. Matters affecting the 
common interest of the two parties are discussed freely by 
this committee. Their mutual interests, grievances and 
difficulties are discussed, and such discussion naturally 
leads to a better understanding between the two parties. 

Thus it makes the employee only a humble partner, 
if at all. Again, the employees are denied-the ordinary 
privilege of investing their money according to their own 
wishes. Their mobility is often interfered with. Thus 
the scheme, instead of increasing the status of the 
employees, ties them more firmly to the chariotwheel of 
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the capitalists. This is one of the reasons why trade 
unionists are against profit-sharing and co-partnership 
schemeS| although there are instances where such move¬ 
ments have been looked upon with a tolerent eye by the 
unionist. 

It will be interesting as well as instructive to observe 
here certain facts with regard to these two schemes. The 
history of profit-sharing schemes tends to show that the 
periods of activity in profit-sharing coincide with the 
periods of good employement and periods of industrial 
unrest. The reasons are obvious. Profit-sharing and co¬ 
partnership schemes serve as a good palliative* for industrial 
unrest. Both the schemes have a novelty in them, which, 
as long as it fascinates the workers, ensures co-operation 
from them. These periods of good employment are 
characterised by a high turnover, and high profit, which 
leads the employer to introduce the scheme so as to get 
better service from his employees; this in its turn, leads 
to still greater profits. Moreover, such schemes cannot be 
introduced during a depression period when profits are 
bound to be small. There is also a high rate of infant 
mortality among these schemes, as many schemes had to 
be abandoned for financial reasons, though of course there 
are other causes also. From this, it may be asserted that 
these schemes should not be introduced in undertakings 
which are financially weak or whose continuous prosperity 
is in question. On the other hand, units having bright 
prospects and suflBcient reserves to fall back upon during a 
depression, may well think of introducing them. 

Thus the power of profit-sharing and co-partnership 
schemes to cure labour troubles or to try to establish cordial 
relationship between Capital and Labour, or as a substitute 
for a good system of bonus payment or in raising the status 
of the worker is really problematical. This is more so, as 
long as Capital and Labour feel that their interests are 
opposed. However, their capacity in some degree to create 
an atmosphere of better mutual understanding and co¬ 
operation should never be lost sight of.* 

♦ In this connexion mention may be made of the Labour Rela¬ 
tions Bill, 1950 introduced in the Indian Parliament in Feb. 1950 to 
build up labour-management relations on sure foundations. It is a 
bill to provide for the regulation of the relationship between 
employers and employees, for the prevention, investigation and 
settlement of labour disputes and for certain matters incidental 
thereto. 
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MINIMUM WAGE* 

Any discussion of the methods of remuneration will not 
be complete without a reference to the subject of minimum 
wage. The need for enacting minimum wage legislation 
has arisen from the desire on the part of the State to 
protect industrial workers from exploitation by their 
employers and also to assure them an income by which 
they will be able to maintain themselves in health and 
efficiency. Interest in the subject of minimum wages in 
India received considerable stimulus from the draft conven¬ 
tion on the subject ■ adopted by the International Labour 
Conference (1928). 

DIFFICULTIES IN FIXING MINIMUM WAGE 

Fixation or revision of minimum wage with regard to 
any occupation bristles with many difficulties. According 
to the draft convention of the International Labour 
Conference (1928) minimum wages should be fixed in the 
case of * * trades or parts of trades in which no arrangement 
exists for the effective regulations of wages by collective 
agreement or othewise and wages are exceptionally low.^^ 
Hence before attempting to pass any legislation to this 
effect with reference to any occupation, a case must be 
prepared to show that wages there are “ exceptionally 
low ** and that no adequate machinery exists for collective 
bargaining. Preparation of such a case will require 
reliable data relating to wages and earnings of workers. 
Such data are necessary to make an investigation regarding 
wages, earnings, conditions of work and standard of living, 
firstly for those occupations in which there is a strong 
presumption that ‘‘ wages are exceptionally low and 
secondly for other occupations of allied nature, for compara¬ 
tive purposes. It may also be necessary to determine the 
general trend of wages and cost of living indices of 
industrial workers for as many industrial towns as 
possible. 

LIVING WAGE AND FAIR WAGE 

Having determined the field of application of the 
minimum wage, one has to consider the basis on which it 

* Practically the whole of the matter relating to ‘Minimum 
wage* appeared as an article by one of the authors (Mr. H. K. Datta) 
in Business Week ** Vol II No. 37. Thanks are due to the editor for 
kindly permitting the reproduction of the same here. 
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is to be fixed. The two fundamental bases generally adopted 
in this connection are the principles of ** living wage and 
** fair wage In fixing the minimum wage of an adult 
male worker on the basis of living wage, one has to take into 
account the cost of living considered sufficient to maintain 
the worker and his family of average size in reasonable 
physical efficiency and comfort, while fair wage principle 
is based on the considerations of the relative skill of the 
workers engaged and in comparison with similar trades. In 
the application of both these principles, the capacity of the 
trade to bear the rate has also to be taken into 
consideration. 

“The Fair Wages Comittee appointed by the Govern¬ 
ment of India recommended that the “ minimum wage 
should represent the lower limit of the fair wage, the upper 
limit being the capacity of industry to pay.^^ Between 
these two, the committee have suggested that the ‘ fair 
wage * should depend on (a) productivity of labour, (6) 
prevailing rates of wages in the same or similar ocupations 
in the same or neighbouring localities ; (c) level of the 

national income and its distribution ; and (d) place of the 
industry concerned in the economy of the country. The 
committee have felt that a living wage should be one that 
would enable a wage earner to maintain a healthy and 
decent standard of living and a measure of frugal comfort 
with provision for “ wintry days In the opinion of the 
Committee, the minimum wage must include provision for 
some measure of .education, medical requirements and 
amenities*. 

THE MINIMUM WAGES ACT, 1948 

In April 1946 a Bill was introduced in the Central 
Legislative Assembly to provide for fixing minimum wages 
in certain employments wherein “ sweated labour is most 
prevalent or where there is a big chance of exploitation of 
labour.’* The Bill was finally passed by the Dominion 

♦ As a sequence of the passing of the Industrial Truce Resolution 
in December 1947 by the Tripartite Conference of the representa¬ 
tives of the Central, Provincial and State Governments and of the 
employers and employees, the Indian Parliament has before it the 
Fair wages Bill. The Bill drafted on the basis of the report’ 
of the Committee on Fair wages seeks to fix fair wages in the 
first instance in factories and mines. It is considered as the first * 
step in the realisation of labo\ir’s dream of a living wage which 
has been vouchsafed to it by the constitution. 
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Parliament of India in February 1948 and received the 
assent of the Governor-General on the 15th March 1948 
and emerged as the Minimum Wages Act, 1948. The act 
empowers the Central and Provincial Governments to fix 
within a specified period, minimum rates of wages payable 
to workers including clerks working in certain scheduled 
employments. Part I of the Schedule contains a list of 
industries, rural and urban, in which the fixation and 
revision of minimum wage rates have to be applied in the 
first instance. Part II of the Schedule makes provision for 
the extension of the provisions of the act to agricultural 
workers as well. The relevent portions of the sections of 
the act may be quoted here. 

Section 3 (1) of the act says that ** the appropriate 
Government shall (a) fix before the expiry of the three 
years in the case of an employment specified in Part II of 
the Schedule or two years in any other case, from the 
commencement of this act or as the case may be from the 
date of the notification under section 27 including the 
employment in the schedule the minimum rates of wages 
payable to employees employed in all scheduled employ¬ 
ments.^^ Section 27 of the act authorises the appropriate 
Governments to extend its application to any industry 
wherein, in their opinion, statutory minimum wages 
should be fixed.* 

The following is the list of industries included in 
Part I of the schedule. 

1. Employment in any woollen carpet making or 

shawl weaving establishment. 

2. Employment in any rice mill, flour mill or dal 

mill. 

3. Employment in any tobacco (including bidi making) 

manufactory. 

* By the Minimum Wages (Amendment) Act, 1950 the approp¬ 
riate Government shall fix the minimum rates of wages payable to 
employees employed in all scheduled employments—(i) in the case of 
an employment specified in the schedule at the commencement of 
this Act, before the expiry of three years from such commencement, 
and (ii) in the case of an employment included in the schedule by a 
notification under sec. 27, two years, or as the case may be, three 
years from the date of such notification according as the employ¬ 
ment is included in Part I or Part II of the Schedule. 
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4* Employment in any plantation^ that is to say^ any 
estate which is maintained for the purpose of 
growing cinchona, rubber, tea or coffee. 

5. Employment in any oil mill. 

6. Employment under any local authority. 

7. Employment on road construction or in building 

operations. 

8. Employment in stone breaking or stone crushing. 

9. Employment in any lac manufactory. 

10. Employment in any mica works. 

11. Employment in public motor. 

12. Employment in tanneries and leather manufactory. 

Part II of the schedule relates to employment in 

agriculture, that is to say, in any form of farming, 
including the cultivation and tillage of the soil, dairy 
farming, the production, cultivation, growing and harves¬ 
ting of any agricultural or horticultural commodity, 
the raising of live-stock, bees or poultry, and any practice 
performed by a farmer or on a farm as incidental to or in 
conjunction with farm operations (including any forestry or 
timbering operations and the preparation for market and 
delivery to storage or to market or to carriage for 
transportation to market of farm produce). 

Hence, within a period of two years minimum wages 
are to be fixed in industrial establishments making woollen 
carptes or shawls, tobacco manufacturing, (including bidi 
making), rice mills, flour mills, dal mills, oil mills, 
cinchona, rubber, tea and coffee estates, mica works, public 
motor transport, tanneries and leather manufactory, road 
construction or building operations, stone breaking or 
stone crushing, lac manufactory and employment under 
local authority as mentioned in Part I of the Schedule 
under the Act. It has been stated in the Parliament that 
minimum wages were to be fixed by March 15, 1950, in 
respect of all the industries covered by the Minimum 
Wages Act. Minimum wages were due to be fixed in 
respect of agriculture by March 15*, 1951. As a prelimi¬ 
nary to the implementation of the Minimum Wages Act, 
1948 with reference to agricultural labourers, the Central 
Ministry of Labour has, in consultation with Provincial 
and State Governments, already started a survey of 800® 

6. Original proposal was to cover 2,000 villages. 
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selected villages of India to collect necessary data on wages 
and earnings of agricultural labourers. Minimum wages 
had been fixed by Provincial Governments in respect of 
textile industry and the motor transport services in 
Madras, cotton textile mills in the C. P., engineering, 
textiles, jute textiles, printing presses and flour and atta 
mills in West Bengal, cotton and woollen industries, 
electricity undertakings and sugar factories in the U. P,, 
tea plantations in Assam, cotton textiles and banking 
companies in Bombay and the sugar industry in Bihar. In 
some of the provinces minimum wages for some industries 
have been fixed by industrial tribunals. Some of the 
provinces have already set up Minimum Wages Boards. 

The Government will fix minimum wages in 
scheduled employments either after consulting Advisory 
Committees specially appointed for the purpose of enquire- 
ing into the question of wages in different localities and 
industries, or after publishing proposals with a view to 
eliciting the opinion of those likely to be affected. Wages 
thus fixed shall be liable to revision after such intervals as 
the government deems necessary, subject to a minimum 
period not exceeding five years. It is obligatory on the 
part of the Government to consult advisory committees for 
the purpose of revising minimum wage rates. Provision 
has also been made for setting up an advisory Board to co¬ 
ordinate the work of different inquiry and advisory commit¬ 
tees and subcommittees that might be appointed by the 
appropriate government in connection with the revision of 
minimum rates of wages. There will be the Central 
Advisory Committee at the apex to assist the Central and 
Provincial Governments on matters relating to minimum 
wage. Appropriate government is permitted to fix 
different minimum rates of wages for different scheduled 
employments for different classes work, in the same 
scheduled employment, for adults, adolescents and children 
and different localities. Distinction of sex is not considered 
a reasonable ground for fixing different minimum wages. 
The Government may fix a minimum time rate, minimum 
piece-rate, guaranteed time rate and overtime rate which 
may take the form of either a basic wage and cost of 
living allowance, adjustable at such intervals as may be 
prescribed, or a basic rate with or without such allo¬ 
wance together with the cash value of some concessions or 
an all inclusive rate. In some industries where wages 
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are partly or wholly paid in kind, the government con¬ 
cerned may accept the conventional method of wage 
payment. If the Government considers it necessary, it 
may authorise the distribution of certain essential commo¬ 
dities at concession rate. 

It may be pointed out that determination *of fair 
wages^ has an important bearing on minimum wage and as 
such the report of the ‘‘Fair Wages Committee’^ deserve 
careful consideration here. But in view of the fact that 
the “ Fair Wages Committee's report, which recommends 
a basis for fixation of the fair wage and which has 
suggested immediate implementation of minimum wages 
and amenities for workers, was unanimously accepted by 
the representatives of labour, employers and the Govern¬ 
ment constituting the committee, there seems to be no need 
to go into detailed consideration of the ^report here. The 
Labour Central Advisory Council too has ratified the 
decisions of the “ Fair Wages Committee at its meeting 
held during the last week of July 1949. As a result of this, 
the Central Government is considering to replace the 
Minimum Wages Act, 1948, by another act which is likely 
to emerge if the “Fair Wages Bill under contemplation is 
passed by the Parliament. 

It must be remembered that the application of the 
minimum wage rule has always been recognised to be 
subject to limitations imposed by the general economy of 
the country. It may be applied for correcting inequalities 
in the distribution system but not in disregard of the total 
production capacity of the country or without reference to 
the national income. The authors of the Bombay plan say, 
“ no system of distribution however meticulously framed 
will help to raise the standard of living unless production 
is increased. 

It may also be noted that there is no guarantee that 
the enforcement of minimum wage legislation will always 
prove a real benefit to the worker whom it is intended to 
help. Without minimising the wholesome effect of a 
minimum wage legislation on the workers’ output, it may 
be said that once the minimum rate of wages has been 
fixed, there may be the unfortunate tendency to bring the 
wages on a par with the minimum. In other words, the 
minimum tends also to be the maximum. In order that the 
workers may really benefit by such legislation, it is 
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necessary to see that part of the increase in wages is 
passed on to the consumers, that there is really an increase 
in the efficiency of workers along with an increase in 
wages, that the legislation is really effective in preventing 
exploitation and that in times of necessity workers receive 
unemployment benefit. Finally, it must be realised that the 
amelioration in the conditions of poorly paid employees 
could only be attained by stages, with the progressive 
increase in national income. One must agree with the 
observation made by Prof. Radhakamal Mukherjee that ‘‘ in 
India a cautious but systematic beginning has to be made in 
laying down minimum wage standards. 

FACTORS AFFECTING EFFICIENCY 

The various systems of wages and bonus payment are 
introduced to increase the efficiency of the workers. The 
incentive of payment is no doubt great, but one should not 
exaggerate the undoubted importance of payment as an 
incentive. To quote Myers : ‘‘ the worker is not necessarily 
comparable to the imaginary donkey who will run only 
when a carrot is placed in front of his nose, and run the 
faster the larger or the more quickly moving the carrot. 
Men may continue to work when they are rolling in 
wealth: they may continue to loaf when they are well 
nigh starving from poverty.^^ The same author says that 
the mental atmosphere of the workers, the character of 
which is largely dependent on management and leadership 
on the one side and loyalty and comradeship on the other, 
and on the satisfaction of each worker^s instincts and 
interest, which are by no means confined to what money 
will buy him outside the factory, is as important as a good 
system of wage payment. 

The following are some of the other important factors 
which have their bearing in increasing the efficiency of the 
workers as well as in bringing contentment to them. 
They are (a) Working conditions (6) Machinery and 
implements (c) Organisation within the unit (d) Working 
hours (e) Education and training (/) Labour organisation. 

WORKING CONDITIONS 

It may be said that the Factories Act imposes upon the 
employer certain obligations which have the effect of 

7, The Indian Working Class. 2nd Ed. p. 216 
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making conditions of work within the factory safe and 
healthy* They relate to provisions for the fencing of 
dangerous machinery^ emergency measures in case of fire, 
cleanliness, adequate ventilation and lighting, sanitary 
conveniences, supply of drinking water, proper humidity, 
prevention of overcrowding etc. 

Good working conditions do not mean a simple 
compliance with the requirements of the Factories Act,® 
but they include much more. The Factories Act only lays 
down the minimum standards required. In a tropical 
country like India, the need for proper ventilation cannot 
be oyer-stressed. During winter, in some places, proper 
heating arrangements would make the workers feel more 
comfortable in doing their work. The elimination of 
noise and dust is another important thing to be looked 
into. In fact, workers must feel more comfortable within 
the factory than in their homes except for having to work 
in the factory and the fact that home is after all home. 
Again, the provision of good working conditions must not 
be viewed in terms of the provision of better conditions of 
work within the factory building, but it must be given a 
wider meaning so as to include in its sphere activities 
which will make the life of the workers, so long as they 
are in employment, more agreeable and attractive, not 
only in the factory where they work but also outside the 
factory, in the homes where they live or the clubs where 
they play. It is the welfare activities that serve as a 
lubricant for the human part of the industrial machine 
that makes smooth the relationship between capital 
and labour. 

However, one should not be oblivious of the limitations 
of such activities. Welfare activities refer to the voluntary 
activities of the employers to provide good working 
conditions inside the factory and such facilities outside, 
as would contribute to the well-being'of the workers. Now¬ 
adays, many undertakings have realised the importance 
of this work and have created a separate department in 
charge of an efficient head commanding the confidence of 
the workers ; his duty being to initiate and supervise all 

8. Under the Factories Act, 1948 plans for all new factory 
buildings are to be submitted for the approval of the Factory 
Inspectorate. 
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forms of welfare work.®® A well-organised and well- 
staffed welfare department can establish personal contacts 
between worker and management, the importance of which 
can never be over-emphasised. 

That the necessity for such welfare activities is very 
great in India cannot be denied. They would help in 
securing a stable class of industrial workers and also in 
making them efficient. The activities above referred to 
may take the following forms: provision of a canteen, bath 
and toilet facilities, creches, education for the children of 
workers, reading rooms, libraries, clubs, recreation 
through indoor and outdoor games, medical aid. A good 
employer should provide good housing accommodation for 
his employees, because on this depends the health of his 
present as well as his future wo rkers ; and obviously 
health reacts favourably upon efficiency. 

Other activities that come under welfare works are 
the introduction of gratuity, provident fund, maternity 
benefit, and other compensation schemes, (in addition to 
what the workers get under the Workmens^ Compensation 
Act), the establishment of Co-operative Credit Societies, 
grainstores for the supply of foodstuffs at a cheap rate to 
the workers. 

ORGANISATION WITHIN THE UNIT 

The importance of this has already been discussed 
in the chapter on “ Internal Organisation and the chapter 
on ‘‘Scientific Management.In addition to what has 
already been said there, it is worth while to make the 
following observations. 

Nowadays, every employer realises the importance of 
personal contact between the management and the workers. 
Various committees known as works councils, works 
committees®^ are appointed by the employer for this 
purpose. The constitution and scope of activities of such 
bodies differ ; but certain common features noticeable with 
regard to them are the following. Most of the committees 

8 a. The Act requires an owner of any factory, employing 
500 or more workers to appoint welfare officers and the Provincial 
Governments have been empowered to proscribe the duties, 
qualifications and conditions of service of these officers. 

8 b. Under the Industrial Disputes Act, 1947, the appropriate 
governments are empowered to ask an employer of any establish¬ 
ment employing 100 or more workers to set up a works committee 
consisting of representatives of the employer and the workers 
engaged in the establishment. 



METHODS OF REMUNERATION 


349 


are elected bodies^ consisting of the representatives of 
various classes of employees together with some nominees 
of the employer. The activities of most of the committees 
are limited, and they are mostly of an advisory character. 

Such committees are entrusted with the task of super¬ 
vising all the welfare activities. They give scope for venti¬ 
lating workers* grievances, the submission of their views 
relating to management, and the pooling of ideas. The 
establishment of such committees gives scope for better and 
closer contact, resulting in a better mutual understanding 
and a better atmosphere for the growth of mutual co¬ 
operation, resulting in ultimate advantage to both. 

MACHINERY AND IMPLEMENTS 

The factory system of production makes use of 
machinery to the greatest possible extent; and it goes 
without saying that the efficiency of the workmen in a 
modern factory depends partly upon the machinery, tools 
and equipment of which they make use. The employer 
should not only provide the best possible equipment, but 
he must see also that it is up to date. In these days of 
severe competition, no employer can be forgetful of this 
important factor. However efficient the workmen of any 
factory may be, their effort will be of no avail if they are 
not supplied with the latest tpyes of implements and labour- 
saving devices. In this connection it is interesting to note 
that as early as 1883 the mill (cotton) workers of Bombay 
in a memorial submitted to the Viceroy remarked, ** The 
real cause of this...(inefficiency) is bad machinery and the 
bad material used in the mills. 

Another important factor in increasing the efficiency of 
labour is rationalisation. Rationalisation in its full sense, 
has not been introduced in any Indian industy. The cotton 
mills of Bombay and Ahmedabad thought of it in 1928, and 
the form it took there is nothing but an improved efficiency 
of workers by putting a number of machines in charge of 
one worker, either in the spinning or in the weaving depart¬ 
ment, or in both. The effect of this upon the spinners 
is best indicated from the following table drawn up by 

9. Quoted from Economic conditions in Indian by P. P. Pillai. 

10. This Table is quoted from << Industrial Labour in India ** 
published by The International Labour Office of the League of 
Nations. 
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the Bombay Labour Office. The table shows the number 
of persons required to mind 60,000 spindles before and 
after the so-called rationalisation process was carried out. 


Count 1 

1 joeiore rationaiisaiioii 

1 ter rtaixuiiaij.saLioii 



1 


1 Ordinary 

1 Draft 

1 High Draft 

Ordinary 

Draft 

High Draft 

20 S 

1314 

834 

514 

469 

30 S 

875 

741 

467 

416 

40 S 1 

927 

744 

406 

312 

80 S 

1 

917 

682 

302 

225 


This clearly shows how the efficiency of our workers 
is likely to increase if they are supplied with better equip¬ 
ment and up-to-date machinery. 


WORKING HOURS 

The Factories Act has restricted the number of working 
hours of labourers in a factory. Here, too, the right attitude 
of the employer will not be simply to comply with the bare 
requirements of the Act. He must realise the importance 
of well-arranged rests and pauses, and of the avoidance of 
fatigue and monotony (as far as possible) in increasing 
the efficiency of the worker. Continuous work without 
rest and pause at proper intervals results in a lower 
productive efficiency during the latter part of the day. It 
is alleged that greater absenteeism, as well as lower 
efficiency, among Indian factory workers is partly due to 
the failure on the part of the employer to realise the 
importance of these factors. Mention may be made here of 
the importance of Taylor^s motion study in finding the 
best method of doing a work by avoiding unnecessary 
movement of limbs. Due importance must also be paid to 
an improved system of vocational selection. 

EDUCATION AND TRAINING 

After selecting the right man for the right work it is 
absolutely necessary to give the workman some training. 
Every industrial unit follows a particular method of pro¬ 
duction ; each has its own technical problems, and so to 
every workman, before he is given a task in the factory, 
must be explained the peculiar nature of the work. This, 
combined with his own technical knowledge, will make 
the workman do the work efficiently. Here arises the 
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question of the apprenticeship period of a worker during 
which he gets the necessary training provided by the 
company itself. The point is that the maqligement must 
not be satisfied simply by giving the workman work, but it 
must also take upon itself the responsibility of fully train¬ 
ing him up for the work given to him. 

In big units like the Tata Iron and Steel Company we 
find that in addition to the management taking this respon¬ 
sibility they start technical institutions of their own, 
where the future technical staff get their theoretical and 
practical education. The importance of such institutions 
in a country like India cannot be over emphasized. 

LABOUR ORGANISATION 

With the growth of a class of population known as 
“industrial workers’’ in every industrialised country, 
there has grown up a class-consciousness among such 
people. This rise of class-consciousness among working- 
class people has led to the formation of associations which 
have come to be known as trade unions. Such unions 
are voluntary organisations of workers for promoting the 
interests, economic and social, of their members. No one 
should be misled by the idea that an important activity of 
any union is to carry on strikes. Its primary purpose is to 
improve the conditions of working-class people. A union 
represents its members as a whole in dealing with 
the employers in matters of collective action, such as the 
fixation of wage-rates and the provision of amenities of life 
to work-people. By dealing through the union the worker’s 
power of bargaining with the employers is increased. 
Important unions are also able to influence Governments in 
the matter of passing legislative and other measures concern¬ 
ing labourers. Trade unionism has also a great educative 
value for the members. It trains its members in running 
a democratic organisation, and the necessary discipline it 
demands from its members goes a long way in making 
them fit for the higher functions of citizenship. 

MATTERS RELATING TO INDIA 

A brief reference to the trade union movement in India 
is desirable here. Although the factory system of produ¬ 
ction has been carried on in India even from the last 
century, yet the class of industrial workers only began to 
grow as late as in the latter part of the first quarter of this 
century. Industrial workers of the early days were agri- 
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culturists first and industrial labourers next. They came 
to factories only to supplement their income. The gradual 
break-up of thibjoint-family system, the increasing pressure 
on land, and the demand for labour from the growing 
industries have brought into existence a class of people who 
depend wholly on employment in factories. This explains 
why the labour movement in India is of recent origin. The 
growth of the movement is also slow for various reasons. 

From the very beginning trade unions were sponsored 
and managed by outsiders, owing to the absence of able 
leaders from among the working class. A few of them 
really desired to improve the conditions of workers, while 
others took to such activities as a stepping-stone to achieve 
some other ulterior motive, like representation in the 
legislature or other political objectives. Naturally, when 
such people sever their connexion with the unions the 
unions also die out. The migratory character of Indian 
workers and their very low income make it diflScult for 
them to pay a regular subscription, however small it might 
be, their illiteracy and ignorance, the absence of a common 
language in places where workers come together from 
different parts of India, and direct and indirect opposition 
from employers—all these retard the growth of healthy 
trade unionism. The last factor is becoming a very 
important one, so much so that the necessity for passing 
legislative measures for the protection of trade unionism 
is being keenly felt. 

The first legislation affecting trade unions in India is 
the Indian Trade Unions Act, 1926, coming into force from 
1st June 1927. Some minor changes were made in 1928 and 
1942. Important changes have been introduced in 1947. 
The Amendment Act of 1947 makes statutory provision for 
compulsory recognition of a representative union by the 
employers. It also specifies certain 4cts as unfair practices 
on the part of organised unions and certain other acts as 
unfair practices on the part of employers.♦ 

♦A Bill known as the Indian Trade Unions Bill 1950 has been 
introduced in the Indian Parliament in Feb. 1950 primarily to 
serve as a consolidating measure. It also provides for the regis¬ 
tration and recognition of trade unions and in certain respects to 
define the law relating to registered and recognised trade unions 
and to certain unfair practices by employers and recognised trade 
unions. 
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The different types of union that we come across in 
India are the following :— 

1. Craft Union:—These are organisations of workers 
following a particular occupation. 

2. Trades Union :—These are federations of unions in 
different occupations. 

3. Industrial Union:—These are organisations of workers 
in the same industry. 

4. Labour Union :—These are organisations of workers 
in general, irrespective of their occupations. 

It may be mentioned here that the majority of labour 
organisations are industrial unions. This is, to a great 
extent, due to the fact that labour organisations are mostly 
guided by non-workers, and these leaders are interested in 
the welfare of the working-class people as a whole, and 
not in a particular section of the working-class population* 

Any discussion on wages and earnings, and wage-rates, 
with regard to industrial workers in India at this stage 
will be interesting and instructive. But any discussion on 
these points is difficult owing to the absence of sufficient 
reliable satistical material. Upto now no wage census has 
been taken. An attempt was made in 1921 by the Central 
Government to take a Census o( Wages, but it had to be 
abandoned as a retrenchment measure. 

The only information available has to be gleaned from 
the factory Administration Reports of the various provinces 
and the Tariff Board Reports. In countries where the 
trade union movement has reached a high stage of develop¬ 
ment, the figures relating to employment, wages, etc., are 
collected even by the trade unions. However, the Bombay 
Labour Office has conducted certain enquiries relating to 
industrial workers in that presidency, which give some 
information regarding the earnings of workers.The 
most important among these, from our point of view, are 
the reports relating to the ** General Wage Census 

The most noticeable feature of wages and wage-rates 
in India is the absence of standardisation of rates as well as 
of the method of calculation of earnings and of payment. 
There is no important trade union which advocates one 

11. It may bo mentioned here that several reports have been 
published by the Labour Investigation Committee, Govt, of India, 
relating to the conditions of Labour in some of the industries in 
India. 


1393—23 
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particular system of wage-payment save in the Government 
Press, where the union once strongly opposed the introduce 
tion of piece rates. As a result, we notice wide variations 
in the matter of rates and payments between centre and 
centre, between unit and unit in the same centre, and also 
between individuals in particular occupation groups in the 
same unit. The attempt of mill-owners in this connexion 
is laudable, but it is unfortunate that little has yet been 
achieved. However,- in the plantation industry, different 
associations such as the Indian Tea Association in Assam, 
the Indian Tea Planters Association in Dooars, and the 
Darjeeling Planters Association have promoted a wage 
agreement among their members with a view to securing 
uniformity in wages. In the jute-mill industry attempts 
were made in the past at voluntary agreements regarding 
the number of hours of work and restriction of output. 
But not much of the standardisation expected of this 
industry owing to its special features, such as compactness 
in location and the presence of a highly organised body as 
the Indian Jute Mills Association, has been achieved. 

There is no universally fixed period of time for which 
time-rates are reckoned. The rates may be for a month or a 
week with varying conditions for the earning of a hypo¬ 
thetical pay for Sundays and holidays, or for working days 
in a month ; or they may be on a daily rate. 

The basic rates are subject to additions or deductions. 
Above these come bonuses, which are earned on the fulfil¬ 
ment of certain stipulated conditions. The modern methods 
(Rowan, Halsey etc.,) of bonus payment are not common at 
all .^2 The Bombay Labour Office have observed in their 
General Wage Census (first report) that there are three 
principal types of bonus which are paid to industrial 
workers in Bombay presidency (a) for good attendance 
(6) for good or efficient work and (c) as ex gratia payments 
on some festive occasion, such as Diwali, or as an annual 
payment dependent upon profits. In the tea gardens of 
Assam and Bengal, workers were given free winter clothing 

12. M. S. M. Railway have introduced the Halsey-Weir Bonus 
for a few tasks in their loco and carriage worksh<^ at Hubli. The 
Ammunition factory at Kirkeo grants “ Collective Bonus on produc¬ 
tion to certain groups of workers. One large plant has introduced 
the Bedaux Point system. In certain cotton mills << efficiency bonus 
is also paid. Some also pay production bonus — All quoted from 
the « wage Census of the Bombay Labour Office. 
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during Puja (Dasara). This practice is now dying out. In 
certain big industries, bonuses are paid in the form of 
higher piece-rates to encourage the highest output; in 
others, it is paid as a supplement to the wages in the form 
of a lump grant given at a certain period of the year. 
During and immediately after the last War, workers of 
most of the Bombay cotton mills were given bonuses to 
meet the high cost of living known as War bonuses. 

In most cases these bonuses and extras were looked 
upon as rights, so much so that their withdrawal during 
lean years or with a fall in the cost of living created dis¬ 
content among labourers and led them to strikes and other 
unfortunate activities. 

Here we may examine whether the payment to wage- 
earners of a subsidy in the form of the supply of provisions 
and other daily necessities of life through the company's 
cheap grain-stores is better than the payment of a cash 
dearness allowance to meet the high cost of living. 

The payment of a dearness allowance in the form of 
cash, if continued for a long time, will be, as mentioned 
before, looked upon as a right and, when withdrawn with 
a fall in the cost-of-living index, will cause high resent¬ 
ment, so much so that it may lead to strikes as was the 
case after the 1914-1918 War. There is no guarantee that 
the workers will utilise the extra amount actually for the 
purpose for which it is meant. It may be spent on drinks 
and other vices. The 1939-45 war has shown how difficult 
it was for every one of us to get the daily necessities of life 
even if one had the necessary money. Under these circum¬ 
stances one feels that the payment of dearness allowance in 
kind seems to be the better of the two alternatives. 
Employers may arrange for the supply of the main items of 
daily necessaries, such as rice, wheat, dal, sugar, oil eic,^ 
at cheaper prices, so that the workers may actually get 
them without difficulty and perhaps at prices at which they 
were buying them when there was no increase in price. 
The necessity for the supply of these articles by the 
employer does not arise when the price level comes down 
and things are available again in plenty. The workers may 
then think of buying those commcxlities from the shops they 
like. Thus the withdrawal of these facilities in normal 
times is not likely to bring discontent, as does the with¬ 
drawal of a dearness allowance paid in cash. 
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Buckingham and Half yearly bonus is paid. Bonus is 

Carnatic Mills Ltd. calculated on the gross earnings of the 

worker in the previous 6 months on the basis 
of the dividend paid on ordinary shares of 
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II. Woollen Mills 

, For 1947; 1/5 of the earnings excluding 
Bombay dearne^.q o 11 nixTo n ® 



Cawnpore Woollen Gratuity paid at the rate of 4 annas on the 
Mills Ltd.) Cawnpore basic earnings for 1947. 

J. K. Woollen Manu- Do. 

factures Ltd,, Cawnpore 
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VI, Cement 

1, Six factories under the For 1946-1947 bonus at the rate of l-^/^ 
management of A. C, C. months* wages was paid. 


METHODS OF REMUNERATION 


361 



C eg 



73 

>s 

d 

• 

d 

bc 

d -t; 

•—>4 &« 

eg 



eg 

X 

£ 

•i-t 

> 


cn 

• rH 



0 

CQ 

d 

cu^- 

-M 

-4-» 

in 

Ship 

nam 

o 

o 

£ 

0) 73 

^cS 

^ 60 
« 2 

Q 

eg 

Pu 

O 

-M -4^ 

c^} ,-1 

> ^ 
c 

S S 

0 0) 

c 

«/} cJ 
cs -g 

-4J H 

0 d 

< 

JH 

ui 

o 

o 

.2 J 

73 ^ 
c <g 
• ^ *0 

P 

0 

d 

bC 

N’ 

eg 

£ ^ 
0 2 

coO 

cCO 

Q 

c)3> 

2 

cQ ‘4:3 


, 

• 

, 

, 


CM 

ro 

•-H 

t-4 


CO 



CHAPTER XVII 


THE PROBLEM OF DISTRIBUTION 

SALESMANSHIP 

Every business unit has the ultimate aim of either 
performing some services or producing some commodities, 
which it wants the public to make use of or buy, as the 
case may be. The business unit must find the best way 
to attract customers for the disposal of its products or to 
make the customers use the services which it offers. We 
shall consider here the problems connected with the 
disposal of goods and such services as are incidental 
thereto. 

Salesmanship of a high order must be attained to make 
an effective disposal of goods. The need for scientific sales¬ 
manship has arisen with an increase in the number of 
varieties of commodities offered for sale by a large number 
of producers. When production was limited in character 
it was the consumers who had to find out the producer or 
the dealer, to satisfy their demand. But with an increase 
of production on mass scale, combined with severe 
competition among the producers, tables are turned. It is 
now the manufacturer or the dealer who has to induce 
people to be his customers. Indeed, present-day production 
goes far ahead of demand, and in most cases things are first 
produced and then a demand is created for them by various 
advertising techniques. 

Salesmanship should not be thought of as merely an 
act of handing the goods over the counter. All kinds of 
activities associated with the disposal of goods come under 
salesmanship. Whether the sale is effected in the customers^ 
home or in retail stores, customers must be informed 
about the articles offered for sale. This by itself will be 
of no use. The customers^ interest in the product must be 
created so that it will influence them to buy those goods. 
All these are no doubt the work of the advertisement 
manager, but the salesman's attention should be drawn to 
the advertisement policy each time a new policy is adopted. 
There must be an effective display of goods within the 
store. It is a well known fact that showing the article in 
use makes a very strong appeal and attracts customers. 
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For this work, men well trained in the art of window- 
display should be appointed. 

It is desirable to have salesmen properly trained; they 
must possess some knowledge of the qualities of the 
articles, their various uses and conveniences, in order that 
they may satisfy the customers’ interest. At times, they 
should be instructed by the sales manager or the advertis¬ 
ing manager as to which factor they should stress in order 
to push the sales; the quality, price or some other special 
feature may well be stressed at different times. 

In the present-day world each manufacturer in trying 
to outbid others in the market, claiming superiority of his 
articles over his competitors, confuses the consumer in 
selecting goods, making him feel like a prince in a fairy 
land. Present-day salesmanship has been developed into a 
fine art. It has become an exercise in the art of influencing 
human behaviour towards a definite economic end. The 
right type of salesmanship involves a study of the human 
mind—a study of psychology. Arranged in the proper 
sequence, it may be said that in the disposal of a product, 
the dealer or the manufacturer must first attract attention, 
then arouse interest, next stimulate desire, overcome 
objections if any, and finally obtain action. Of course he 
is aided in this objective by advertisements of various 
kinds in various media. 

Right salesmanship helps in maintaining the 
equilibrium between demand and supply; it makes mass 
production workable by mass distribution; it has an 
important part to play in social progress; it should be 
viewed not as an art of forcing people to buy goods, but as 
an art in assisting consumers how best to satisfy their 
needs and desires through the purchase of various kinds of 
goods according to their purse, taste and needs. There 
should be greater emphasis on the economics of consump¬ 
tion and less on mere persuasion. 

SALES POLICY 

Every business manager must adopt a definite policy 
to sell his product. Policies taken in connexion with sales 
may be called the sales policy. The formulation of a sales 
policy is very important, inasmuch as all the good work 
of the production manager may be nullified by a blunder in 
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the sales policy. A manufactui*er may be able to produce 
goods at competitive cost, but this will be of no avail if he 
is not able to sell them at a price which will ensure him a 
sufficient profit. The distribution side of the problem is 
thus as important as, if not more than, the manufacturing 
side. 


A policy means a definite line of action. This definite 
line of action with regard to any problem must be determi¬ 
ned after careful thought. Once a definite line of action 
is taken it should not be altered too often. A policy once 
adopted must be pursued for a sufficient length of time to 
prove its success or otherwise. However, this should not 
be interpreted as precluding the necessity for a change in 
policy, as and when demanded by a change in circumstances. 

The first thing to be settled in connexion with the 
formulation of the policy is, who is to determine it. Will the 
authority be vested in a single individual, or will it rest 
with a committee specially constituted for the purpose ? 
The appointment of a committee for the purpose has merits 
of its own. When a problem is discussed by a committee 
at a meeting of the members, each one examines it from a 
different angle and thus various aspects of the problem are 
considered before the policy is decided upon. When the 
authority rests in a single individual, he may on account 
of his bias be forgetful of all other aspects of the problem 
except that which suits his purpose. But this drawback 
can be got rid of by discussing it in a meeting. As against 
this, it may be pointed out that this method is not helpful 
in taking quick decisions. In business, very often prompt 
decision and action are necessary which is not possible if 
the decision is to be taken at a meeting. Much time is 
taken and strain involved in explaining to the other mem¬ 
bers of the committee a particular policy, the adoption of 
which the sales manager thinks is most profitable for the 
institution, and in trying to bring a committee, generally 
composed of ordinary men in addition to a few experts, 
round to his point of view. Again, if the committee is 
composed of personnel who are liable to change, then a 
continuity of policy may be lacking. The decisions taken 
by a committee also lack the touch of responsibility. A 
consideration of the merits as well as the drawbacks indi¬ 
cates that neither of the two systems can be categorically 
accepted or rejected in preference to the other. However 
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it seems that it will work well if the man in charge of 
formulating the policy is an expert and is given a free hand, 
with the understanding that he should consult other 
departmental heads, especially the advertisment manager, 
production manager and the head in charge of market 
research, before taking his final decision. 

FACTOF^S AFFECTING THE POLICY 

The sales manager in taking his decisions has to consi¬ 
der in addition to the one mentioned above, many others 
which have an important bearing in the formulation of his 
sales policy. The bearing of each one of such factors will 
later be examined in detail. Here only a brief outline of 
them is given. 

The selection of the channel of distribution seems to 
be the first consideration. If he makes use of the existing 
channels of distribution, then the amount of capital 
required will be less than will be required if the distribu¬ 
tion is done through the manufacturer’s own retail store. 
Branding and packaging simplifies the disposal of goods, but 
this, no doubt, involves additional expenditure, for which 
provision must be made. The need for the appointment 
of a sole agent, especially during the initial stage of 
marketing the product, is also to be considered. The need 
for providing ‘ after-sales service ’ is a factor which 
deserves special consideration nowadays. The provision 
of credit facilities needs careful consideration. Finally 
comes the problem of advertisement. In addition to a 
consideration of all these factors it is also necessary 
occasionally to conduct market investigations. 

MARKET RESEARCH 

The importance of market research cannot be over¬ 
emphasised. It is the sales manager who has to arrange 
for this, as it has an important part to play in the determi¬ 
nation of his sales policy. Efficient marketing consists in 
maintaining a stable relationship between supply and 
demand. This can be achieved by making a thorough study 
of the market both in its quantitative and qualitative 
aspects. It is essential for a manufacturer to assess the 
nature and magnitude of the market for his product. The 
proper assessment of these two is the main problem 
connected with market research. The assessment of this 
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problem helps a great deal in adjusting the supply to the 
demand. Such adjustment is no mean advantage from 
the manufacturer's point of view. It should not be viewed 
as an aid to the manufacturer alone^ but it also serves the 
community at large by facilitating the adjustment of the 
supply to the consumers^ preferences. It helps the manu« 
facturers in supplying goods and services preferred by 
consumers by making them available at times and places 
and in quantities in which they are desired. The sales 
record as such will give an indication only in a general 
way about the demand for goods, but will fail to explain 
what is at fault if sales figures show a downward trend. 
The causes for a decline in sales may be many : it may be 
either due to the products being defective in some way and 
needing some modification, or the prices may be high, or 
the advertisement campaign may be ineffective. Market 
research will enable one to measure the effectiveness of 
various sales promotion methods by controlled experiments 
as well as field enquiry among samples select^ on the 
basis of a representative method of investigation. 

In India the problem of market research has not 
received as much attention as it deserves. In this connec¬ 
tion it may be pointed out how much this problem was 
neglected in the past in the marketing of the product of such 
a well organised industry as jute. The report of the market¬ 
ing of jute and jute products (second report) says, ‘‘the 
growth of jute mill industry in India, particularly for the 
last fifteen years has taken place without much regard to 
the fundamental problem of maintaining a stable relation¬ 
ship between supply and demand. The result has been that 
the productive capacity of the mills has far outstripped 
the demand for jute goods The problem has also been 
neglected both in its quantitative and qualitative aspects. 
Regarding the qualitative aspect of the problem the same 
report points out that the trade in Calcutta does not 
possess sufficient knowledge regarding the need for which 
jute fabrics are employed in foreign countries. Little 
effort had been made either by the jute mills or the 
merchants to find out exactly how the bags or types of 
cloth they had been sending abroad for years, had been 
employed. Information received so far on this question 
had been obtained mainly from references made in corres- 


!• Para 218 of the Report. 
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pondence. To quote the report, ‘‘both consumers and 
producers are working in the dark to a large extent 
Jute manufacturers had at no time real direct connections 
with the consumers of their product overseas, nor has it 
been necessary for them to find markets for themselves. In 
view of the fact that various countries are making 
continuous effort to find substitutes for jute it is very 
essential to make serious attempts to expand the overseas 
market for jute products. And in this connection the 
importance of market research on co-operative basis needs 
no emphasis. Investigations should be undertaken to find out 
how far existing fabrics and bags can be adopted to other 
uses, and also how these products can be suitably modified 
to serve consumers better. 

However, it is encouraging to note from the speech 
delivered by the Chairman of the Indian Jute Mills 
Association at its annual meeting in 1949, that the Indian 
Jute Mills Association had carried out a thorough market 
investigation into the position of jute textile goods in 
Canada and the U.S.A., and the Committee had decided to 
allocate a sum of Rs. 900,000 to be spent on a public relations 
campaign in North America during the current year. 

In conducting market research we must take the help of 
a trained statistician. Sample enquiries must be conducted 
at intervals, data collected and properly analysed, and right 
conclusions arrived at in order to guide the future sales 
policy. 

BRANDING OF GOODS 

Manufacturers and dealers have now realised the 
necessity for making their name familiar among the public. 
To this end they have resorted to the branding of their 
products. 

Branding, which generally includes also a brand name, 
means the identification of the name of the producer with 
his product. This may be done by affixing to the product 
or its container a word or words, letter or letters, a name 
or a design, so that the product of one manufacturer may 
be distinguished from that of the other. Courts generally 
give protection, within certain limits, to branded names 
against their general use by competitors on the grounds of 
imfair trading. As a rule branded articles are identified 
with a trade mark. 
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SELECTION OF THE BRAND NAME 

In selecting a brand name or design the following points 
must be considered in order to achieve fully the benefits 
that it confers. 

Firstly, the name or the word selected must be simple 
and easy to pronounce. This will facilitate easy 
remembrance. Secondly, the name or design must have a 
distinctiveness of its own. Thirdly, the name or design 
should be such as will prevent easy coining by others with 
slight modification. The second and third qualities will 
help easy identification. Finally, it must be suggestive of 
good quality. Branding has no meaning if it does not give 
some assurance of quality. 

ADVANTAGES OF BRANDING 

A purchaser of branded goods has this assurance that 
the goods he has purchased are the product of that producer 
whose product he actually wants. Had there been no 
branding it would have been difficult for the buyer to know 
whether he is buying the right type of articles or not ; he 
would have been always at the mercy of the retailer in 
selecting his article. It would not have been an uncommon 
thing also for the buyers to find themselves occasionally 
deceived. 

The manufacturer also derives a great advantage from 
branding, and he is adequately compensated in the shape of 
increased sales and popularity earned for his products for 
the trouble and expenditure he incurs in this connection. 
By branding his product, a producer prevents other 
manufacturers from injuring his good name by offering for 
sale inferior imitations and counterfeits. He is able to put 
himself in the position of a monopolist with regard to the 
supply of his branded articles, inasmuch as his branded 
products become well known and well distinguished from 
among the anonymous mass of similar products. The 
branding of goods greatly increases the technical possibili¬ 
ties of advertising. Prices and qualities become well known 
among the consuming public, which facilitates easy sale. 
Manufacturers of branded goods need not offer a high 
discount or commission to the retailers or wholesalers, as 
the latter will be anxious to have goods for which there is 
a great demand and which sell easily. 
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PACKAGING 

Along with branding mention should be made of 
packaging which, too, has the effect of increasing sales* 
Almost in every case branded goods are well packed. This 
should not be thought of as signifying that unbranded goods 
need not or should not be put in packages. It only means 
that brand names, designs or marks can be easily affixed to 
the containers of the articles in such a manner as will 
prevent tampering with the contents or the name, designs 
or marks affixed. We all see nowadays how dealers in tea, 
coffee, cocoa, biscuits, chocolates, patent medicines etc., 
affix their trade mark or brand name or design in packages 
at strategic points. It is clear that if brand names or trade 
marks are to be used in connexion with these articles, they 
must be put in packages. 

Other advantages of packaging are that it facilitates the 
handling and physical distribution of the product ; it is 
suggestive of cleanliness ; it saves much time in handing 
such goods over the counter ; it protects the article from 
deterioration. Neat and at^active packaging draws the 
attention and makes a special selling appeal. How effective 
this appeal is, is clear from the sale of many articles such 
as childrens’ sweets, pencils and pens, cosmetic materials 
etc., in nice cases and packets. Such packages are specially 
f:woured by consumers for presentation purposes. 

Mention must be made here of the efforts on the part of 
retailers to put the customer’s purchases in nice packets. 
This not only pleases customers as it helps them in carry¬ 
ing the goods purchased, but it has a great advertisement 
value as well as value from the point of view of creating 
goodwill. 

STANDARDISATION AND GRADING 

The other important activities that facilitate the mar¬ 
keting of goods are standardising and grading. When we 
say that goods are of a certain standard we mean that 
they are of certain quality. The quality may be determined 
on the basis of various factors depending upon the nature 
of the products concerned. It may be the chemical contents, 
flavour, size, colour, appearance, sweetness, amount of 
foreign matter, length of staple or fibre, amount of moisture 
etc. Manufactured goods as well as raw materials such as 
jute, cotton, wheat etc., can be and need to be standardised. 

1393_q4 
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It should be noted that when we speak of quality, it 
does not mean that standardised products should he always 
of the best quality. Standardisation only signifies that the 
goods are of a certain specified quality. When standardised 
goods are classified into certain well-defined classes they 
are known to have been graded. Thus, it may be said that 
goods are graded in accordance with specifications set up in 
the standard. Such classification must get recognition either 
active or passive from other dealers as well as consumers. 
In the case of commodities such as wheat, cotton, jute, etc., 
for which the market is international and which are the 
subject matter of trading in an organised market, the 
recognition of standards and grades by other dealers is 
absolutely essential. If each dealer sets up his own stan¬ 
dards, then instead of smoothening the marketing process, 
it will be a source of endless complications and quarrels 
between the buyer and the seller. Thus the idea of quality 
associated with standardising and grading is also suggestive 
of uniformity. 

It may be suggested at this stage that in order to assure 
uniformity and recognition, standards and grades should be 
determined and fixed by the government of the country. 
Also, on the analogy that the government of each country 
reserves to itself the sole right to coinage, it may be argued 
that it should also guarantee the quality of the various 
commodities for whose purchase and sale this money is 
required. On the face of it this seems to be a good proposi¬ 
tion. But political complications would arise and prevent 
other States from recognising such standards and grades 
over which the State fixing the standard has no real 
jurisdiction. For this reason, it seems desirable to have 
the standards and grades determined and fixed by an inter¬ 
national association of merchants, especially for those 
commodities for which the market is international. Of 
course, instances are there where the government endeavour 
to maintain abroad, by some compulsory measure, the re¬ 
putation of the characteristic products of their countries.^ 

Grading and standardising convey an idea of perma- 
nance. Once the standards and grades are established with 
regard to certain products, people know what a given grade 

2. Thf activities of the Governments of Denmark and Australia 
in maintaining the reputation of their butter and wine respectively 
are cases in point. 
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is and they gain confidence in the matter of their purchases 
of graded articles, inasmuch as they are assured of the fact 
that the goods they purchase will be exactly what they are 
stated to be. If grades and standards are changed too rapidly 
they lose their value and bring in more collusion regard* 
ing the quality of merchandise dealt with. 

With regard to many of the manufactured goods we 
find that each manufacturer determines and fixes his own 
standard and does his own grading. This does not mean the 
absence of uniformity. We find manufacturers of various 
varieties of biscuits, toffee, coffee, tea e^c., fixing their own 
grades and we notice each grade associated with a distinc¬ 
tive colour of the packet and a design on the packet, signifi¬ 
cant of a certain quality. The manufacturer, once he has 
fixed his standard and grade, maintains it, so that a parti¬ 
cular grade always signifiies a particular quality. This 
kind of grading helps the producer in selling his products 
as they are well publicised by an increased advertising 
technique, made possible by standardising and grading 
combined with branding. The consumers are assured of 
quality and price. They need not become (and they are 
mostly incapable of becoming) expert judges of all the com¬ 
modities they buy. This is not a mean advantage from 
the buyerpoint of view, especially in these days when he 
is faced with so many varieties of articles of different make. 
Once the customer is satisfied with a particular grade of 
article, he will always go in for that, and it also becomes 
easy for him to get it by simply mentioning the name of 
the grade to his retailer. The retailer on his part has 
simply to hand the goods over the counter ; he is relieved 
of the trouble of explaining every time to the customer the 
merits of this or that product or the superiority of one over 
the other. All these factors react favourably on the sale of 
graded articles. 

With keen competition present and in the absence of 
any system of grading, the seller of commodity will always 
be forced to supply an article of somewhat better quality 
than he has strictly promised. This is more so in the case 
of new firms. In the absence of standardisation and 
grading, he gets a lower price for his products even if they 
are of better variety. It was found from an investigation 
of the primary cotton markets at Oklahoma conducted in 
1912-13 by the United States Department of Agriculturei 
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that better grades of cotton were sold at a lower price, 
involving the grower in a loss of S 34 a bale.® The absence 
of grading gives the shrewd merchant great scope for 
demanding deductions from the fixed sale-price to the 
detriment of the producer. In this connection the attention 
of the reader is drawn to the various marketing reports 
which give examples of such unfair practices. 

In the absence of grading, the disparity between the 
price obtained by the producer and the price paid by the 
consumer is very great, giving scope to the shrewd middle¬ 
man to make extra profit, to the detriment of both parties. 
The marketing of California oranges, which are graded and 
standardised as soon as they are plucked, bears testimony 
to this. The cost of getting them from producer to consu¬ 
mer is now very little greater than the transport company's 
actual freight charges.'^ The benefits derived by both 
the consumer and the producer are the greater, the earlier 
the stage at which the grading is done. 

Standardising and grading are indispensable in the 
case of commodities which are the subject matter of 
trading in an organised market. Dealings in ‘^Futures,** 
which is an important activity in such markets, cannot 
be had without grading. 

AGRICULTURAL PRODUCE (GRADING AND MARKETING) 
ACT OF 1937 

With a view to facilitating the grading of agricultural 
produce, the Agricultural Produce (Grading and Marketing) 
Act was enact^ in 1937. The Act provided for the fixing 
of grade designations for several agricultural commodities 
included in the schedule of Act, Important commodities 
included in the schedule are wheat, atta, rice, jaggery, 
tobacco, potato, fruits, live stock products, oil seeds and 
vegetable oils. Grade specifications have also been drawn 
up for commodities mentioned in the schedule. Standardised 
grading and packing is now being done in many centres by 
packers authorised in accordance with the rules prescribed 
under the Act. The produce so graded and marked are sold 


3. Quoted from The Marketing of Raw cotton in India^ by 
M. L. Dantwala. p. 73. 

4. Quoted from Organised Produce Markets^ by J. G. Smith, 
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under the ^ AGMARK ’ mark. Agmark has now become the 
emblem that distinguishes the standard products from the 
rest. It has now become the guarantee of quality which is 
maintained by frequent analysis and sampling. However, 
the total value of the produce coming under the influence 
of this is still very insignificant. It was Rs. 8*13 and Rs. 7*13 
crores in 1944 and 1945 respectively. It is hardly one-half 
of one percent of the total agricultural produce needing to 
be exchanged.® 

It may be pointed out here that it is necessary to 
introduce an element of compulsion if grading is to become 
a success. In the U. S. A. grading and standardisation has 
been made compulsory for almost all agricultural 
commodities to be put on the market. Arrangements have 
been made for the inspection of commodities at various 
terminal points under government auspices. Here, in India, 
it has now been made compulsory, to ‘ agmark * all 
cigarette tobacco for export according to government grade 
specifications. In the United Provinces, all ghee has to be 
compulsorily graded before being put into the market. 


5. Report of the National Planning Committee on Rural 
Marketing and Finance, p. 23. 



CHAPTER XVIII 

CHANNELS OF DISTRIBUTION 

(A) WHOLESALE ORGANISATION 
Intermediaries 

Large scale production has made production as well 
as distribution a complex affair. The g ap be tween the 
manufacturer and the ultimate consumer is increasing day 
by day .~Similar^, the gulf Ijefween the manufacturer 
and^e supplier of raw material vdiich the manufacturer 
turns"intoTnished product has incr eased. The connecting 
links Eetweerf the two in the first case are the wholesalers 
and the retailers. In the latter case, generally, the whole¬ 
saler is the only link, although there may be a number of 
intermediaries in between the supplier of raw material 
and the manufacturer. The presence of A rhatiyas^ Beparis j 
villa ge Baniyas is well known in the marketing of agricul¬ 
tural produce in India. Whether it is for the supply of 
raw material or for the disposal of finished products, the 
number of intermediaries generally increases, if this 
involves sending goods to foreign countries. In some cases, 
manufacturers reach their consumers directly by opening 
their own retail stores in different parts of the country. 
In some cases they try to reach the retailers through their 
own agents and canvassers. 

WHOLESALER 

The first intermediary in the channel of distribution 
is the wholesaler. He is an important functionary in the 
marketing of goods. He does not sell to the ultimate 
consumers but to the retailer—the next intermediary in the 
chain of distribution—to be resold either as they are or 
after being processed. He thus stands between the manu-> 
facturer and the retailer, as well as between the manu¬ 
facturer and the supplier of raw material. His dealings are^ 
always in large quantities. He purchases from the manu¬ 
facturer, or he supplies raw material to him (manufacturer), 
always in very large amounts, and his sales to retailers, 
though in smaller units compared to his purchases, are 
also in big lots. 
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CHARACTERISTIC FEATURES OF HIS SERVICES 

An analysis of the wholesaler's work reveals some 
characteristic features, one of which has just been 
mentioned. It is typically a trading concern. The whole¬ 
saler generally has an army of salesmen or agents who 
call upon various retailers to fiind out their requirements 
and see that they are supplied with stock as and when 
required. Retail units are generally small. They cannot 
afford to stock large quantities at a time, and the whole¬ 
saler's representative must visit them often to find out 
their requirements and also to re nder them advice m th e 
mat ter of disposal of produc ts. The capital of retail units 
also heing generally small, wholesalers often have to grant 
credit to retailers, and this is not a small advantage from 
the retailer’s point of view. 

If no credit is given^to the retailers, they cannot stock 
the products for sale to ultimate consumers, as in many 
cases that will mean taking a great risk, which they 
cannot afford, except for those products which are well- 
known and for which there is a great demand. In addition 
to this, consumers expect from the retailers credit for at 
least a month or so for the purchases made by them. This 
ci'edit to consumers they cannot afford to give unless they 
also obtain credit for their purchase from the wholesalers. 
Wholesalers, on the other hand, generally buy for cash and 
thu^ provide immediate cash to the manufacturer, who 
needs it- most to keep production going on. At times, the 
wholesaler makes payment by accepting bills which the 
manufacturer may sell in the bill market for immediate 
cash. Such bills can be easily negotiated, provided the 
wholesaler has a standing in the market. In addition to 
the prov-ision of funds, the wholes iler provides the 
manufacturer with a ready-made market. As he buys in 
large quantities, he has to make necessary arrangements 
for assexTibling and w\rehousing, and thus he takes all the 
risks that are as'^.ociated with ownership. The risks are 
those of price-decline, deterioration, obsolescence and other 
losses and damages that arise from some unforeseen factors, 
such as fire, theft etc. The wholesaler’s warehouse s m ust 
be ^tuOfted in a cerdral place or places _so as to reduce^ 
tra nsport ation charges to the minimum on the one hand, 
and furnish quick delivery service for a prompt supplv of 
stock to the retailer on the other. 
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Another characteristic feature of the wholesaler's 
business is that his trading margin is small. He should 
not expect to make high profits on each item of transaction, 
but on the other hand he must try to increase his sales by 
charging only a small profit on each. The capital 
employed in his business is large, and if he wants a high 
profit on each item he may have to wait for a long time 
to efiFect a sale at a higher profit. Such waiting for long 
periods means the locking-up of capital as well as a risk 
I for that period. A higher margin of profit, though it may 
^come, may ultimately be counter-balanced, nay over¬ 
shadowed, by the loss of interest arising from this locking- 
up of capital. Thus he should follow the principle of 
small profit and quick turn-over. This principle is no 
3oubt good for all dealers, but in the case of small retailers 
the total turn-over is almost fixed. The retailer’s customers 
are generally the neighbouring population. And when the 
total turn-over is almost fixed tbe application of this 
principle will be of no use. Hence it is suggested that the 
principle of small profit and quick turn-over seems to be 
the best for the wholesaler. 

Some manufacturers are not satisfied with the services 
rendered by wholesalers. Their complaint is that whole¬ 
salers act merely as order-takers ; they do not push the 
goods of a particular manufacturer. Such a criticism is the 
result of a lack of proper appreciation of their services. 
The wholesaler is there to supply the needs of the retailer, 
and in order that a particular manufacturer may make the 
wholesaler take his product in preference to others, he 
[must offer him not only a commission, which should 
generally be higher than usual, but also create a good 
market for his product by scientific advertising so that 
1 retailers may stock such goods. 

FUTURE OF MIDDLEMEN 

Anyway some think that the future of the wholesaler 
or other intermediaries is not very bright. The new 
technique followed by manufacturers in the matter of the 
distribution of their product tends to show a tendency for 
the elimination of wholesalers from the chain of distribu¬ 
tion. The appointment by manufacturers of their own 
travelling salesmen, sole agents, and the establishment of 
their own retail stores and distributing centres in different 
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parts of the country, to contact the consumers directly in 
the first case and retailers in the second, also strengthen 
this belief. But can they be really eliminated ? The 
answer is in the negative, inspite of the fact that in some 
fields they have lost some ground. The importance of 
wholesale dealers greately increased during depression 
days, as during those days many manufacturers were 
unable to bear the cost of maintaining direct selling 
organisations. Many of us forget that a wholesaler is also 
a connecting link between the seller of raw material and 
the manufacturer. Many raw materials, such as cotton, 
jute, wheat, and various other products, are assembled 
from a very large number of producers from primary 
markets to secondary and terminal markets—wherefrom 
they are obtained by the manufacturers through the whole¬ 
sale dealer. 

When we speak of the elimination of the wholesaler, 
do we mean the elimination of his services, or the elimina¬ 
tion of the wholesaler himself as a separate entity ? His 
services may be eliminated if they are found to be redun¬ 
dant. But are they so ? The economy under which the 
producers of raw or manufactured goods sold directly to 
consumers has passed into the back ground of history. 
Modern marketing has become a very complex affair in 
which the middle men perform certain indespensible 
functions. They assume marketing risks, they extend 
credit. They, especially, with regard to the marketing of 
agricultural produce, try to even out maladjustments 
in production or consumption. Very often they finance 
assembling as well as distribution of produce. They 
perform sales service. Again, complicated market practices 
and small marketable surplus of individual producer 
favour the presence of middle men in the marketing of 
agricultural produce in India. In some instances, force of 
custom prevents direct dealing between buyers and sellers 
of agricultural produce.^ It is thus clear that all these 
services which facilitate easy flow of goods must be 
rendered by some one. Is it not better then to get them 
done by one who has specalised in this line of business ? 
Advantages of middleman system are the advantages of 
specialization by independent business units engaged in 
carrying on marketing operation. What is wanted is not 

1. Report of the Marketing of Wheat in India p. 130. 
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the elimination of the middlemen as links in the chain of 
distribution but to see that these links are made to render 
services to the best advantage of all the parties concerned. 
In this connexion the Royal Commission on Agriculture in 
India remarked that the aim of better marketing is not 
necessarily to displace any unit (referring to middleman) in 
the existing machine but to enable that machine to function 
ito greater advantage 

Many big manufacturers who have built their own 
retail stores have done so for the reasons mentioned above 
and not to reduce the marketing cost, as such costs have 
already reached a low level owing to competition among 
wholesalers. As long as there are small manufacturers on 
one side and small retailers on the other, a wholesaler is 
an inevitable connecting link. It is possible for the whole¬ 
sale houses to be owned and controlled co-operatively by 
either manufacturers or retailers, and it is possible for big 
departmental stores to deal witn the manufacturers direct, 
but, judging from the growth of such institutions in the 
past, there appears to be no probability of their entirely 
displacing the independent wholesaler in the near future. 

Many manufacturers have opened tnoii' own distribut¬ 
ing depots at centres located in important consuming areas. 
These depots usually supply goods to their respective 
agents and sub-agents within their jurisdiction. Direct 
sale to consumers is not made by these depots but goods 
may be supplied to retailers when agents and sub-agents do 
not exist. 


SOLE AGENTS AND SUB-AGENTS 

A manufacturer may also appoint a sole agent for 
the distribution of his product among the retailers. Phis 
channel of distribution is very useful when aggressive 
salesmanship is necessary. A particular area is generally 
assigned to an individual or a firm where it is expected to 
push the sale of the manufacturer's product. He is given 
the sole right to distribute the products among the retailers 
in that area in consideration of a commission on the sales 
effected. In assigning the area to the sole agent, care 
should be taken to see that it is not a very wide one, so 
that the agent can do full justice to his agency work. The 
agent selected must be one who commands influence over 

2. Royal Commission on Agriculture in India p. 383. 



CHANNELS OF DISTRIBUTION 


379 


the area assigned to him. This channel of distribution is 
very essential during the initial stage of capturing the 
market, either at home or in the foreign country. It is 
not always very advisable for the manufacturer to depend 
solely upon this channel, as he will then be always at the 
agent^s mercy, inasmuch as if at any time the agent 
suddenly severs his connection, the manufacturer will be 
placed in great difl&culty. 

When sole agents are appointed, the manufacturer does 
not supply the goods direct to the retailers or other whole¬ 
salers. In case the area allotted to an agent is large, sub¬ 
agents are appointed on the recommendations of agents, 
but the sub-agents are usually supplied with goods by or 
through the agents. 

The rates of commission given to these agents or 
travelling salesman vary from manufacturer to manu¬ 
facturer and in accordance with the nature and quality of 
the product. If the article under consideration is a branded 
one and well advertised the commission given is generally 
low; if it is a new one which has to compete with some 
existing brands in the market the rates of commission are 
usually high. Manufacturers usually prefer to make sales 
to their agents in cash but credit is also allowed in some 
cases. Usually, it is the condition put by the manufacturer 
that the agent or sub-agent shall not deal with the products 
of other manufacturers that compete with his product. The 
agent generally passes half the commission that he gets to 
sub-agents and retail dealers. 

The agents and sub-agents usually have instructions to 
ask the retail dealers to sell the product only at standard 
retail prices, 

TRAVELLING SALESMAN 

In addition to the employment of sole agents, use is 
also made of the travelling salesman. This also is an 
important agency for doing aggressive salesmanship. The 
proper persons must be selected for the purpose who must 
be able to tour the area asigned, make contact with retailers 
there, and influence them in buying the products of the 
manufacturer. Before the agents are sent out to tour the 
area, they must be given some training by experts. When 
they return from their tour they should not only be 
asked to submit an account of the sales effected by them 
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but also a written observation regarding the market for 
the product. Such observations are very helpful in market 
research. 

Through these agents a manufacturer can help the 
retailers in selling their product. This help may take the 
form of supplying the dealer with show-cards to be 
displayed and a supply of specially prepared price-tickets 
with the name of the manufacturer, giving a helping hand 
in window-dressing, with a supply of printed literature 
laying special emphasis on selling points etc. It may be 
also worth while for the manufacturer to supply to the 
retailers through these agents a book where the opinions of 
the customers may be noted to be forwarded periodically to 
the manufacturer. This will be of great help in the study 
of market research. 

Not only manufacturers but wholesalers also can 
appoint agents on this basis for similar work. These agents 
should be paid their tra.veiling expenses, a decent salary, 
and a commission on the sales effected by them. This 
method of remuneration serves as an incentive to the agents 
for the proper discharge of their duties. These agents 
should be asked to show a minimum amount of sales during 
a definite period. Such a figure should be decided on the 
basis of past sales and market investigations in that area. 

Manufacturers appoint travelling representatives or 
inpectors who go from place to place advertising the respec¬ 
tive goods and canvassing for orders. In case the travelling 
inspector enters an area normally served by an agent, he 
works in consultation with the agent representing that 
area. The inspector goes from place to place and on receipt 
of orders passes them to the respective agent or direct to 
the manufacturer in case there is no appointed agent for the 
area in which he has secured orders. 

INDENT HOUSES 

Mention must be made of indent houses here. These 
are a specialised type of intermediaries in the field of foreign 
trade, especially in the trade between England and other 
European countries on the one side, India and the Far East 
on the other. The part played by these houses in the 
foreign trade of these countries is immense, especially so 
during the early days. Even now they play an important 
part in the foreign trade of our country. These institu- 



CHANNELS OF DISTRIBUTION 


381 


tions may be classified under the category of wholesalers 
inasmuch as they do not sell to the ultimate consumers. 
They serve as a connecting link between the manufacturers 
or shippers abroad and the dealers in this country who are 
in need of goods of foreign origin. 

In the early days, manufacturers abroad experienced 
difiBculties in establishing connections with the dealers in 
the foreign country. It was not possible then for them 
to send their own men to the foreign country to create a 
market for their products. Some unwillingness on the 
part of the foreigners in those days to come here in large 
numbers is no doubt partly responsible for this. But it is 
also a fact that better trade connections can be established 
through persons or firms which are well acquainted with 
local conditions and this factor made the manufacturers 
approach firms in the foreign country already doing 
business there. 

In many cases shippers used to intervene between the 
manufacturer and the indent house. They are better known 
as merchant shippers, and they are considered as pioneers 
in the British foreign trade. No doubt their importance 
has diminished with the development of markets and 
communications. None the less, they still hold an 
important position in the foreign trade of the country. So 
long as there are small manufacturers willing to find a 
market abroad for their products, the need for the 
merchant shippers will be there. By handling mixed 
indents, which individually are small, he performs services 
to the advantage of both the manufacturers and importers. 
By his specialised knowledge of the market he is able to 
push goods overseas, and is also able to collect the 
necessary credit information. He thus saves the manu¬ 
facturer a good deal of his anxieties. 

THEIR MODE OF OPERATION 

Manufacturers, therefore, in early days used to have 
dealings with the shipper, and the latter had connections 
with the indent houses in the importing country. The 
indent houses used to approach the local dealers to secure 
orders on the basis of samples and quotations received from 
the shipper. When orders are secured, indents are signed. 
Generally three copies of indents are made. These indents 
are nothing but contracts with regard to the supply of goods 
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entered into between the shipper and the bazaar dealers in 
the importing country, through the intermediary of the 
indent house, and the indent house gets commission from 
the shipper on the orders secured. When the goods are 
sent from the foreign country the shipper draws a bill of 
exchange on the importer, and the name of the indent 
house is mentioned in the bill as a drawee in case of need.^ 
Of the three copies of indents one is sent to the shipper, the 
second .lies wiih the indent house, and the third with the 
importer. All the particulars are mentioned in the indents. 
The particulars generally given relate to price, shipping 
instructions, insurance, terms, method of reimbursement. 

What has been described above is known as indent 
business in its original sense. 

Now many of the indent houses import goods on their 
own account and try to sell to the bazaar defers the goods 
imported. 


THEIR IMPORTANCE 

Indent houses render valuable services in connexion 
with the foreign trade of the country. Situated as they are 
in the importing country with well-established connections, 
they are better fitted to understand the requirements of the 
loc^ dealer. They make a special study of the market in 
which they operate. They arrange for the credit, transpor¬ 
tation and formalities connected with importation. All 
these things are especially advantageous from the importer's 
point of view, particularly for those who are of small 
means. As the indent house secures orders, each small in 
its own way, from a large number of dealers there is a 
centralisation of efforts from the buyer^s point of view. 
There is a centralisation of effort from the seller^s point of 
view also, as an effort is made to collect all orders and 
ship them on one bill of lading. Indent houses are also 
helpful to small exporters and manufacturers in opening up 
new markets for their products. It is able to make arrange¬ 
ments for finance which, but for its intervention, could 
not have been possible for the small importers. 



CHAPTER XIX 

Channels of Distribution (Continued) 

(6) RETAILING 

Retailing means the distribution and sale of goods to 
ultimate consumers. Sales may be effected at the consumer's 
home or at places of business, i. e., the retail shop or stores. 
This latter method is most common. The various types of 
retail units doing business in this way are (a) small 
independent retail shops (6) departmental stores (c) multiple 
shops (d) chain stores (e) manufacturer’s retail store 
(/) co-operative stores. 

The first method of sale is effected by mail order houses 
and peripatetic retailers. 

AFTER-SALES SERVICE 

Retailing also includes sale of services incidental or 
necessary to the use of such goods. These services have 
come to be known as after-sales services. Many articles 
such as machinery, motor cars, radios, gramophones, type¬ 
writers, duplicators, electrical appliances, cameras, sewing 
machines etc., require occasional minor repairs to keep 
them in proper working conditions and to give them a long 
life. Sellers of such articles provide these services either 
free or at a nominal charge. The dealer must see that even 
spare parts and accessories are available to consumers 
without difficulty. The absence of such facilities is boimd 
to react upon sales. It requires no proof to show that the 
articles, in spite of their superiority, will not be purchased 
by consumers if they cannot be easily repaired or if spare 
parts are not easily obtained. Many dealers make it a point 
to sell the accessories and spare parts at cost, being content 
with the margin of profit made on the sale of the main 
article itself. It is also usual for dealers in typewriters, 
duplicators, watches etc., to render free repair service for a 
particular period, and during that period and often after¬ 
wards also to send their technicians to visit the houses of 
their customers for cleaning and keeping the machine in 
order. A small charge is levied for services rendered after 
the guarantee period. Dealers in cameras and films 
generally do free developing for their customers.'' 

After-sales service also includes educating the 
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consumers in the use of the products by the producer 
concerned. In this connexion mention may be made of the 
free after-sale services of the experienced engineers of the 
Concrete Association of India that is being made available 
for the users of the product of the Associated Cement 
Companies Ltd., through its ten district offices located in 
India and Pakistan. This is not a mean advantage from the 
consumers point of view and affects favourably the sale 
of the producer as well. All such activities connected with 
after-sale service of the dealers help to develop a close 
contact with their customers to the advantage of both. 

. SMALL INDEPENDENT RETAIL SHOPS 

Small independent retail stores are the oldest and the 
most common type of retail units. Most of these units are 
family concerns. With his own moderate capital and help 
from some members of his family, the retailer carries on his 
business. The stores are sometimes located in residential 
quarters. In some cases one or two rooms of the house 
where the owner of the store lives, are set apart for 
business. His stocks are limited because of his limited 
capital and limited accommodation. As and when stocks 
are sold off he gets them replenished from the wholesaler. 
The number of varieties of articles that he stocks is also 
not great, as he knows quite well what his customers want. 
His customers are also limited in number and generally 
are his neighbours. With a limited number of customers 
it is possible for him to establish personal contact with 
each one of them. His success largely depends on this. It 
should be his endeavour to look into the needs of his 
customers and cater to such needs by supplying them with 
commodities that are within his range of merchandise. At 
times, it may be worth his while even to supply such 
articles as are beyond his normal range. The preferences 
and whims of individual customers must be humoured as 
far as possible. By this he will be able to attain the 
popularity which is essential for the success of his business. 
These retail shop-keepers have to meet competition from 
other retail stores, especially from departmental stores and 
multiple and chain shops. But they are able to withstand 
such competition as they are in a position to give personal 
and detailed attention to the wants of their customers, 
which the other stores are unable to give. Almost in every 
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case, these retail shop-keepers are personally acquainted 
with their customers. 

Nowadays business houses of similar nature grow and 
establish themselves in a particular locality. Even retail 
units are not free from this influence of localisation, and 
this is a desirable thing too. The store also should be 
situated in a place within easy reach of its customers. 

A small retail shop is not a provider of all the 
necessities of its customers. Each shop deals in a limited 
range of articles, and the number of varieties of each 
commodity kept is also limited. The quality of the articles 
depends upon the tastes and purse of the customers. If the 
customers are of the well-to-do class, articles of high 
quality should be k(=pt and if they are meant for the poorer 
sections of the community, cheap things should be kept 
instead. 

A retailer often feels the necessity of giving credit to 
his customer. Many consumers find it more convenient to 
buy on credit and make payments at the end of the month 
when bills are presented for payment. To sell goods on 
credit is not a wrong principle to follow, so long as certain 
precautions are taken. The dealer should not think of 
increasing his sales by following this method alone. Sales 
no doubt may be increased by giving credit to customers, but 
one should see that such sales do not ultimately prove to be 
bad ones. Bad debts there may be in business, but all 
efforts must be taken to keep them at a minimum level 
which must be determined in advance. Each individual's 
credit-worthiness must be determined in advance, and the 
dealer must see that this limit is not exceeded. Bills must 
be presented regularly and the amount realised/ One should 
not feel shy in sending reminders if necessary ; but such 
reminders must be very polite, and ingenuity ngust be shown 
in drafting such letters. 

The failure of the dealer to send bills regularly or to 
send reminders may make it difficult for the customer to 
pay the amount when it reaches a high figure. The dealer 
must make it a point to see that the customer does not 
become a defaulter owing to the dealers* own fault. 


1393—25 



386 FUNDAMENTALS OF BUSINESS OEGANISATION 


'^DEPARTMENTAL STORES 


Origin and Growth 

The mass-production of goods brought the problem of 
mass-distribution in its wake. For the effective mass- 
distribution of goods the method of expansion followed by 
retail units was the enlargement of the size of the retail 
units so as to bring under one roof, as it were, a number of 
retail units capable of supplying all the requirements of the 
customer from a pin to a motor car. This type of institu¬ 
tion ca^e to be known as departmental stores. 

^ ^*Vfance seems to have started departmental stores first. 
The Bon Marche of Paris was founded in 1852. Depart¬ 
mental stores were also started in several other Western 
countries and in America after the middle of the last 
pentury. There are certain conditions which favour the 
growth of departmental stores in a t'ountry. The first of 
them is the growth of towns and cities, which means an 
increase in the density of population in these places. Not 
only a very large population lives there per mane ntly, but 
a vast floatmg population is^isQ. therp. Some come 

for a short stay, and others come to the towns and cities 
©very day from suburban areas to attend to their daily 
JJ^rork. This, again, presupposes the existence of cheap, 
quick and eflEicient transport facilities connecting the city 
with its suburban areas as weJl as within the city, to 
annihilate distances ; suburban railways in the first case, 
and tram and bus services in the second. 


These factors make it possible for the store to get 
feustomers from places far and near. A departmental store, 
for its succpssfu] working has to depend upon a large 
number of customers, unlike the small retail units. Its 
turnover very large to justify its huge organisation 

and^esfaBUsnment charges, and hence condos the need to 
draw customers to its door fyom far and near. It should be 
Lts ^ih to bring to its door the whole of that class of public 
for which it caters, and not merely those in its immediate 
neighbourhood. The use of newspapers as a selling device 
Ls an important factor in achieving this. The institutional 
type of advertisement, an inevitable necessity for depart¬ 
mental stores, is made through the media of magazines and 
daily newsepapers. The latter medium offers very great scope 
In making timely announcements regarding the arrival of 
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new goods or bargain sales. It also offers opportunity to the 
advertiser to present his case daily in a new lights so that 
continuous interest in the store is maintained. 

ORGANISATION 

Departmental stores being very big, retail units are 
usually or gan ised on jointstock basis. For the store, the 
selection of a site is very important. It must have a central 
location in the shopping area. It should be situated in the 
busiest thoroughfare of the city so that the intending, 
purchasers have not the slightest difficultly or inconvenience 
in locating it or going to it. It must be easily accessible. 
The building acommodating the store must be big enough 
to accommodate various departments and also be impressive 
in appearance. imjcessiva building has an advertisment 
value jof its own* 

The different departments must be properly arranged 
and the need for effective window-display in this connexion 
cannot be over-emphasised. A properly impressive arrange¬ 
ment will make one department advertise tKe next. 

The merchandise to be stored must be such as"to make 
the store a universal provider. This is one of its essential 
characteristics.‘The store must keep in each of its depart¬ 
ments a wide assortment of stock at different price-levels, 
to meet every reasonable demand. A departmental store is 
not worth its name unless it can provide facilities to the 
customer to buy all that he may require under one and the 
same roof. This is a great benefit to shoppers. The 
store must have merchandise to appeaJ to the masses rather 
than to the classes. 

It is not unusual to find some departmental store 
specialising in the needs of a particular class of the commu¬ 
nity. Mention may be made here of the important 
European departmental stores such as Army and Navy 
Stores Ltd., Whiteaway Laidlaw & Co. Ltd., Spencer & Co. 
Ltd., which are more suited for the wealthier sections 
of the community. On the other hand we may mention 
Kamalaya Stores Ltd., Wachel Molla Sons, both of Calcutta, 
catering to the needs of all. 

Another line of development in the departmental store 
form of organisation is the establishment in different towns 
of stores under the same management and name as the main 
stores, to cater to the needs of the same class of people as 
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the main store caters to. The idea here is to increase the 
activities of the store by establishing branches in different 
provincial towns. It has also the effect of getting the conti¬ 
nuous patronage of those people who for reasons of their own 
may have to leave the city in which the main store is operat¬ 
ing and live in provincial towns. Such stores have come to 
be known as multi-departmental stores. Many depart¬ 
mental stores have^ begun to do mail-order business as an 
adjunct to their main business. By all these activities the 
departmental stores try to meet the competition of multiple 
shops. 

Each department in a departmental stores is under a 
departmental manager. Generally he decides in advance 
how much worth of goods is to be bought for his depart¬ 
ment for a definite period, say during a season or a quarter. 
Indents from different departments are received by the 
general manager by a fixed date, and he arranges for the 
purchase of goods. Some suggest that departmental managers 
should be allowed to make their own purchases, but if the 
buying is to be centralised for co-ordination purpose the 
first method is to be preferred. If some articles are required 
urgently by a departmental manager, then a special note 
must be made giving reasons for such a request. In making 
Ihis indent each departmental manager must take care to see 
ihat there is the least accumulation of stocks. For depart¬ 
mental stores which are already in existence for a number 
of years past, sales figures combined with market research 
serve him as a guide. In the case of new firms the latter 
alone will be the guide. 


Much care and attention should be devoted to the 
^f^iatter of purchases. Much of the success of the store 
depends upon the tactful buying of merchandise. The store 



and the .storeys bu lk pu rchase obtains concession rates, 
which make it possible for the store to sell articles at 
competitive prices, in spite of its high establishment 
charges. 

Each department of a departmental store is to some ex¬ 
tent autonomous; each department's purchases and sales 
are entered separately to note its success or otherwise. But 
jthe accounting, advertising, delivery, personnel and general 
imanagement are centralised. 
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ATTRACTIVE AND AGREEABLE SHOPPING 

Shopping in the departmental store must be made 
attractive and agreeable. To stimulate a customer, when he 
is once inside the shop, to go round various departments, 
the arrangements inside the store must be convenient and 
tempting. There must be attenders at different strategic 
points to direct customers to the proper departments. 
Guide-boards should also be hung at different places for this 
purpose. The courteous and tactful deal ing of salesmen w ill 
do much in m^ing shopping agreeable. When a customer 
buys a large number of different articles from various 
departments he is likely to get tired. Modern departmental 
stores provide f acilities for the recreat io n of customers. A 
lounge, restaurant e?ic., are provided for this purpose. The 
prices charged by department al stores ^re flexed ; there is no 
bargainin g^ this onstnrnRrR. Shopping is alscT 

made agreeable by se nding to th e deli very departm ent the 
goods purchased by the cuSomers.^ As a customer makes 
his^urchases from different departments he need not bother 
to carry his purchases as he moves about. They are sent to 
the delivery department by the salesman concerned. He 
will find all his purchases in the delivery department 
generally situated near the exit-door of the store, kept 
properly packed ready for him. 

Some departmental stores also give free delivery 
service within the city limits, and others at a small charge. 
This is very convenient for those who make a lot of 
purchases, as well as for those who ring up the store for 
their purchases. Many departmental stores offer the 
privilege of exchange or return within a definite period, of 
goods purchased from them. All this is very convenient 
from the customer's point of view and makes shopping 
pleasant. 


SALES AND SALES RECORD 

Each department has its own salesmen and sales-girls. 
Big stores generally give new recruits some training. New 
recruits are placed under seniors in the first instance to 
learn in a practical manner the art of selling. Each sales* 
man's efficiency is noted from the sales effected by him, 
for which the following procedure is adopted. Ea ch sales * 
man is given a code number. A f ew individuals^ th e actu^ 
number depending upon the volume of sales, are assigned 
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the work of writing out vouchers. They move about, in all 
attention, to attend to the call of the salesmen to write out 
vouchers whenever a sale is affected. Tlmee carbon cj^^s of 
vouchers are taken, giving generally the following details : 
the number of items, quantity, price, special number, if 
any, attached to the article sold, together with the code 
number of the salesman effecting the sale. One copy of the 
voucher is given to the salesman effecting the sales, which 
he sends along with the goods to the delivery department. 
The original, with one copy, is sent to the cash counter 
where payments are received. The cashier keeps one copy 
from which he writes his book, and the original, with a 
stamp mark ‘ paid % is given to the customer. The third is 
retained in the voucher-book. The pages of the voucher- 
books are serially numbered. The bottom portion of each 
page of the voucher-books is perforated and the perforated 
portion bears the same number as the page. 

At the end of the day, when sales are closed, the 
voucher books are sent to the accounts section to find out 
the sales of each salesman. They may be verified with the 
cashier^s book. To give suflScient time to the clerk for 
making a proper analysis and accounting, two sets of 
voucher-books are used, one on each alternate day. Thus 
when one set is with the accounts department the other 
set will be used to write out vouchers. 

As has already been mentioned, all the purchases of the 
customer are handed over to him at the delivery office. 
Thus there is no question of his carrying anything while 
making purchases. If he was carrying anything when he 
jentered the store, the man at the entrance takes charge of 
[those and gives him a token, on the production of which he 
will be given back his article. This arrangement prevents 
pilferage to a^ertain extent. 

In fhe^ndelivery department there is the packer. On 
receipt of the goods from a particular department he verifies 
the items received with the voucher sent along with them. 
They are then packed in specially made covers bearing the 
name of the store and a picture of the storeys building. 
This has an advertisement value. The perforated portion of 
the voucher bearing the voucher number is detached and put 
on the respective packet. When a customer comes and 
presents his copy of the voucher to the clerk, the latter puts 
the stamp ^ d elivered ^ on the voucher presented and hands 
over the packet after verifying the number. 
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Generally all sales of a departmental store are on cash 
basis, though in special cases credit sales may be allowed. 
As the customers of the store are very large in number, it 
is not possible for the store to maintain a personal contact 
with its customers, and so the question of giving credit 
facilities becomes difficult. 

CLEARANCE SALE 

As the store is compelled to keep a wide assortment ol 
goods to achieve the objective of being the universal provi¬ 
der, some accumulation of stock is inevitable. In order to get 
rid of dead stock, every departmental store makes arrange¬ 
ments for bargain sales at the end of each season. At these 
bargain sales, goods having a seasonal demand are sold at a 
very reduced price to clear off goods which cannot be 
expected to be sold before the same season next year. Such 
a cl earance sale prevents the unnecessary locking \xp ai 
capital as well as blocking space within the store. Thus the 
defect of inflexibility is to a certain extent remedied. 

A departmental store should devote considerable atten¬ 
tion towards advertising. Good publicity is required both 
to make the store known as well as to induce people to be its 
customers. The most important medium which it should 
select are the daily papers and magazineS|^ for they give 
the greatest amount oTpublicity at the minimum expense. 
Especially the daily papers are very useful in making timely 
announcements, as has already been said. There is also the 
need for effective window-display to tempt custom, and 
this temptation becomes most effective when the articles are 
shown in use. 


MAIL ORDER BUSINESS 

Mail order business is a kind of retail trade where 
business is done through the post. Orders for the supply of 
goods are received from the customers through the post, and 
the goods are also supplied through the post by the value 
payable parcel post, or by the registered parcel post when 
the whole amount is paid in advance. In the case of costlier 
goods the mail order house insists on payment in advance 
of a certain percentage of the price. 

CONDITIONS OF ITS EXISTENCE 

Mail order business thus seems to have developed after 
the development of the postal system. There are certain 
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factors which favour the growth of this kind of business. 
Firstly, cheap postage facilities are essential. Secondly, 
the vast size of .the country with its population extended 
over a wide area. To the people of outlying districts 
where modern shopping facilities are not available, this 
kind of retailing seems to be the only method of obtaining 
goods. It is clear that this method of retailing has a wide 
field in new and rapidly developing countries. But with 
the growth of quick and cheap transport facilities, the need 
for the people of outlying districts to depend on a mail 
order house will naturally be less. Quick and cheap 
transport facilities will enable people to visit cities and 
towns often, where they can make their purchases of such 
goods as are not available in their usual place of residence. 
This partly explains why a retail store cannot always be 
exclusively dependent upon mail order business for its 
successful existence. So we find that the mail order 
business is nowadays an adjunct of other retail stores such 
as departmental stores. There are also instances where 
mail order houses originally engaged in exclusive mail 
order business, have extended their activity to other kinds 
of retailing. 


ADVANTAGES 

There are certain advantages claimed on behalf of mail 
order houses. These are known as market economies and 
operating economies. It is suggested that they have a 
country-wide, if not international, market. They can 
solicit orders from every nook and corner of the country, 
wherever postal faeiJities are available, by sending their 
catalogues, circuJar letters etc., even where personal calls 
by salesmen or agents would be uneconomical. They have 
also no need to spend a large amount on site and building. 
The business may be carried on from any place having 
postal facilities, which is considered centrally located from 
the point of view of the mail order house’s assembling 
purposes. These advantages, however, have not much 
practical significance as an exclusive mail order business 
is nowadays hardly undertaken. 

Mail order houses offer consumers great convenience. 
To people living in outlying districts wanting to have 
up-to-date quality goods these retail stores seem to be the 
only type of institution which can satisfy their needs. One 
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cannot, as a rule, expect to have such goods in the retail 
stores of those places. 


LIMITATIONS 

There are certain limitations to this method of retailing. 
There is the lack of personal contact between the retailer 
and the customer. Customers are not in a position to 
inspect the goods and make their own choice before 
purchasing and are required to pay the price in advance. 
Thus the customers run the risk of getting unsatisfactory 
goods. Moreover, an average customer feels flattered when 
he is waited upon by salesmen. This has a great psycho¬ 
logical effect. The salesman is able to overcome objections, 
if any, of the customers in the matter of buying this or 
that article, and has the opportunity of convincing his 
customer about the special merits of his product. No doubt 
various devices, described below, are adopted to achieve 
this end, but the superior advantage of a personal talk in 
this connexion cannot be doubted. 

MEASURES TO OVERCOME THE LIMITATIONS 

There are many techniques developed by mail order 
houses in overcoming these limitations, and an examination 
of them will show to what extent they are successful in 
their attempt. 

The mail order house first prepares what is known as 
a ‘ mailing list L This is a list containing the names and 
addresses of the existing customers, as well as of other 
persons who may be approached to become their customers. 
This list must be kept up-to-date, and the names of persons 
from whom no enquiries or orders have been received for 
a long period (say six months) may be dropped ; new names 
are periodically added. It is convenient to have a duplicate 
copy of the list and to keep the names in a card index file. 
The duplicates should he kept in a well-secured place as 
they are of fundamental importance to the mail order house. 
M&,terial for the mailing list may be obtained from oflScial 
gazettes, telephone directories, Thacker^s Directory, list of 
motor-car owners, and list of winners of cross word puzzles. 

Next comes the preparation of illustrated catalogues. 
In order to make the illustrations most effective, the 
caialogues must be printed on very good paper. The illus- 
trsted descriptions of the articles in the catalogue must be 
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such that the prospective buyer may have no difficulty in 
forming a clear idea of the articles, even though he has not 
the chance of seeing them before he makes a purchase. The 
prices of the articles should be noted in the catalogue, 
which should be sent to the people whose names appear in the 
mailing list. In addition, institutional types of advertise¬ 
ment may .appear in the daily papers and magazines, 
combined with a request to the reader to ask for a free 
catalogue and price list. Supplementary catalogues and 
price lists, circular letters noting the arrival of new goods 
or changes in price also have to be circulated to them, 
whenever occasion arises. In addition, an efficient follow¬ 
up system should be practised. This means that once an 
enquiry is received from a prospective buyer, it must 
carefully attended to and pursued with patience until it 
actually results in a final order. In this connection the 
need for expert drafting of letters needs no emphasis. 

The prospective buyer ^s fear of being deceived by the 
receipt of unsatisfactory goods may be removed by giving a 
guarantee about the quality of goods supplied. Customers 
are thus assured that in case the goods supplied are not up 
to the quality, a refund of the price as well as the postage 
incurred will be made good. Once the confidence of the cus¬ 
tomers is earned in this way it will have a lasting effect. 

ARTICLES SUITABLE FOR THIS TRADE 

From the above it follows that the commodities most 
suited for this kind of business are standardised and graded 
goods. In addition, the goods should not be bulky, perish¬ 
able and fragile. The last category of goods can be sold 
when a guarantee of their safe delivery is given. 

MULTIPLE SHOP 

In addition to the departmental stores, multiple shops 
are another form of outlet for the mass distribution of goods. 
The multiple shop form of organisation is another line in 
which retail units expand. Here, the size of the unit is not 
enlarged as in the departmental store, but remains the same; 
on the other hand, retail units are multiplied in a number 
of different shopping localities either locally or nationally. 
All the units, wherever they are situated, are under one 
ownership and controlled by a central organisation. By| 
establishing stores in different shopping areas the idea is toJ 
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go as near to the customer as possible instead of making the 
customer come to the central shopping area where the store 
is situated, as in the departmental store. 

It may then be said that any retail selling organisation 
with a number of branches centrally controlled is a multiple 
shop. • This is no doubt true. But, to be classified as a 
multiple shop there must be a considerable number of units 
operated centrally by a retail organisation. The United 
States Census of Distribution arbitrarily set a l imit of fo ur 
stor es as the minim um to classif y retail stores or a branch 
sy^em^s .a muKiple sIi6p~OT chain stored In the United 
States multiple shops go by the name of chain stores. 

There are four varieties of retail units which come 
under the classification of the multiple shop. They are : 
(a) Manufacturers* Retail stores (6) Ordinary Multiple Shops 
(c) FiK4ti Price Chain stores and (d) Consumers* Co-operative 
Stores. In all these cases there is a centralised management 
and control. 

The multiple-shop form of organisation differs from a 
branch-store system inasmuch as each branch of a branch 
store is directly dependent upon a parent store serving as 
headquarters from which stocks are supplied. Multiple 
shops are relatively independent units, though different 
stores in the chain are supplied with stocks from a central 
organisation or store. Multiple shops deal only in limited 
lines of goods, whereas a branch store may deailn every 
kind of commodity without the least intention of specialising 
in any particular line. 


GROWTH 

Although the Great Atlantic and Pacific Tea Company 
of the United States, the oldest chain store organisation, 
was founded in 1859, there was not much progress in this 
type of retail distributive unit during the last century. It 
is only in the second decade of this century that these types 
of organisation made a siginificant drive. The store men¬ 
tioned above had established only 447 branches by 1912, by 
1919 the number was 4,246 in 1935 it had more than 15,500 
stores having a total sale of more than 1000 million dollars. 

The grocery trade seems to be the most promising 
line in which multiple shops engage themselves in every 
country. Outside this, boots and shoes, men*s outfitting, 
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stationery, drugs etc., are the trades in which this kind of 
retailing has also developed. 

ORGANISATTION AND OPERATION 

Multiple shops as a rule deal in a limited variety of 
articles. In fact each multiple system of organisation wants 
to specialise in a particular trade in which, it thinks, it has 
acquired some specialised know]edge. This specialised 
knowledge is brought to bear on a comparatively restricted 
range of articles dealt with by the shop- 

The central organisation of every multiple shop system 
does all the buying and supplies different branches of the 
chain with stocks. In the case of a sudden shortage in any 
branch, of stock of a particular variety of article in which 
(lit deals, goods may be obtained from another b ranch in the 
Ipame chain instead of from th^ central depot, if this is the 
most^ spe^y and convenient arrangement. The general 
management of the organisation rests in the centre. The 
managers of different stores have' nothing to do in the 
matter of buying the articles which they sell. They simply 
inform the central organisation of their requirements in 
advance, and these are supplied by the latter. 
j A multiple shop, through its different stores, has the 
/advantage of testing the demand for a new product The 
article, may in the first instance, be sent to a few stores in 
different areas, and then if there is a good response, a bulk 
order for mass distribution may be placed with the manu¬ 
facturers, or the article may be produced in the manufactu¬ 
ring department of the multiple shop, if it has any such 
department. 

The selling of merchandise to the public is done by the 
different stores of the chain, but the ma nage rs of different 
stores are kept in the dark about the cost price of articles. 
Merchandise is sent to different stores with the selling 
price marked on them or price tickets attached to them. 
This avoids bargaining and wherever the shops may be 
situated the same price is charged for goods of the same 
quality and quantity. Gqpxls are always jsold for cashj, 3 nd 
no question of loss from bad debts can arise. The multiple 
shop system of retailing thus represents a combination in 
some form or other of centralised buying with decentralised 
selling. The two functions, buying and selling, are kept 
^distinctly separate. 
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Proper attention should be given by the central organiA 
sation to the stock and cash position of different stores.) 
The greater the number of branches, the greater will be the 
difficulty in making the control over these two effective. 
Managers in charge of different branches are asked to submit 
to headquarters a weekly statement of day-to-day sales and 
stock. All cash received from sales is to be banked daily toT 
the account of the head office. To meet fixed charges sucly 
as salaries, rent, light and fan bills etc.j branch manager^ 
are provided with funds from the head office at the beginn¬ 
ing of each month. An imprest of a fixe d amount shoul d 
also be given to the branch manager to meet contingent 
expenses. Some control is exercised over the branches 
through inspectors. Several branches are placed under on^j 
inspector who is asked to visit each store under his jurisdic-| 
tion according to a fixed programme. 

In selecting merchandise, a multiple shop generally 
stocks goods which sell themselves. But this is not the uni¬ 
versal principle followed by all. Some i^iultiple shops 
restrict the range of prices within the restricted line, where¬ 
as others limit the kinds of different merchandise sold. 

In the field ^of buying, the multiple shop has the 
advantage of a multiplied buying power, whether it be at 
a few prices or in relatively few lines. The central store 
deals directly with the manufacturer. This results in 
obtaining goods cheaper by the elimination of middlemen. 
Of course, as against this multiple shops have to incur 
the cost of warehousing till the goods reach the shelves of 
the individual stores. Many multiple distributive organisa¬ 
tions engage in manufacturing activities. They themselves 
are manufacturers of the products sold through the 
different stores of the chain established by them. The best 
examples of this type of multiple shop organisation are the 
Bata Shoe and Singer Sewing Machine Co., .Ltd. Their 

products can be obtained only througKItheir own retail 
units, and not from any other rAailers. 

It is not always an advantage for a multiple shop 
organisation to develop this sort of vertical combination 
except for goods which are of a staple or standard charac¬ 
ter. At times a large profit may be obtained from this 
combination, but during a period of falling prices the 
manufacturing organisation may not be able to supply goods 
at a price which will help a quick turn-over by the 
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branches^ Again any unfortunate occurrence such as a 
strike or fire in the productive unit has its repercussions in 
all the distributive units, throwing the whole organisation 
out of gear. 

^ A multiple chain, unlike the departmental store, has 
the advantage of flexibility inasmuch as it can very easily 
close one of its shops in the case of its unsuccessful work, 
and start the same in another shopping centre which offers 
a promising markets 

The multiple shop obtains advertisement effect in 
various ways. It has not to spend as lavishly on advertising 
as the departmental stores, and the expense incurred by a 
multiple shop on advertisement is spread over a large 
number of stores. One shop in the chain advertises for the 
other. The standardisation of the stores of the chain has 
also its effect. There is standardisation regarding the 
external shop-front, internal layout, fixtures and equipment, 
and even in the matter of window display. The uniformity 
of the building with its similar external shop fronts will 
remind the public very easily of the name of the store. 
Even if any customer happens to go to a new place, the 
very appearance of the building will remind him of his old 
store, and once he is inside the shop its uniform lay-out 
fixtures and equipment will make him feel as if he were in 
the same old store which he used to visit in the past. Thus 
he is tempted to go there again in preference to any other 
store. All this is the psychological effect of standardisation 
carried to its logical extreme. 


The relation between the multiple shop and its custo¬ 
mer is impersonal. In fact, it is less here than in any other 
form of retai] distribution, as the shop deals with a very 
large number of customers residing in various places, often 
far away from the central organisation. The branch 


mana gers, being paid^-Seryaiits^pf the company^ can notd be 
ex pecte djbo develop dhat kihd of personal touch which gojagt 
a long way in making the small independent retaTil units 
hold their own against other types of retail distributive 


organisations. The absence of identity of interest between 


the locality and the shop is responsible for developing public 
antagonism against these shops in some places. The public 
of the locality feel that all the profit the shop makes goes 
out of the district. It is said that in certain states of the 
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United States of America and Germany they have been 
subject to some discriminatory legislation.^ 

• FIXED-PRICE CHAIN STORE 

Fixed-price chain stores are of American origin. They 
work on the same principle as the multiple shop organisa¬ 
tions, with this difference that the price of the goods sold 
there, is fixed and varies between narrow limits. The goods 
sold there are for the masses and not for the classes. The 
store “ seems to represent the nearest approach that has yet 
been attempted to mass distribution on mass production 
lines. 

This type of organisation has come to be known as the 
Woolworth type. In 1890 Woolworth founded in 
Pennsylvania a store known then as the Five and Ten 
cent store At present it has about 2,000 branches 
throughout United States, Canada and Great Britain. The 
lower selling price does not mean that profit earned by this 
type of retail organisation is small. It is said that in one 
year Woolworth made a profit of more than £ 4,000,000. 
Fixed-price chain stores never engage in the production of 
articles they sell ; they make their purchases from various 
manufacturers. 

MANUFACTURERS’ RETAIL STORE 

Many manufacturers have opened their own retail 
stores, but considering the number of such retail stores, it 
is clear that these institutions cannot by themselves serve as 
an outlet for the disposal of all the goods manufactured by 
them to the ultimate consumers. These institutions cannot 
be started by all manufacturers, especially the ‘ little men * 
%s it involves a large capital outlay. The financially 
stronger manufacturing concerns establish their retail 
stores to serve as additional channels of distribution and 
not to oust those already existing. These stores enable the^ 
manufacturers to study the consumers* tastes and whims, 
and to obtain their suggestions if and when wanted. They 
give an opportunity to study the market more thoroughly 
and to make them not wholly dependent upon interme¬ 
diaries. In fine, these institutions help their owners in 
their market research. 


1. Retailing and the Public^ by L. E. Neal, p. 57 
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/ When a manufacturer opens a retail store of his own, it 
IS better for him to keep the two functions, production 
'and retail distribution, separate and distinct. The retail 
distributive units may be started as subsidiaries. It is a 
mistaken notion to think that a combination of retail 
distribution and production will help the manufacturer 
also to sell goods cheaper by avoiding the intermediaries. A 
closer examination of the problem will make it clear that 
it is not as it seems to be at first thought. ^ Interme¬ 
diaries in the chain of distribution provide the manufact¬ 
urer with a ready market for his products, and that too 
most efficiently and cheaply, as they are experts in that line 
and competifiQn_Mnongst them does not make their services 
^c ostly. If the manufacturer combines both activities, his 
1 attention gets diverted and he cannot be expected to give as 
[much care and thought to his main function of production. 
Any disturbance, such as strikes, in the productive 
organisation will be quickly reflected in the distributive 
organisation also. 

CONSUMERS’ CO-OPERATIVE STORES 
Origin 

Distributive co-operative institutions owe their origin 
to the efforts of British working men. The founder of British 
co-operation was Robert Owen, but credit goes to the 
Rochdale Weavers in starting consumers^ co-operative 
stores. 

Consumers’ Co-operative Societies or Stores are 
associations of consumers engaged in the retail trade. The 
capital is subscribed by the members in the form of shares 
of small denominations, so that even the poorer sections of 
the community may become members, supplemented by 
capital borrowed from central co-operative banks. The 
trading profits are shared by the members on the basis of 
their holdings and members also get a bonus on their 
purchases during the period to which the account relates 
while a fixed percentage goes to the reserve fund to 
strengthen the position of the store. The stores are also 
permitted to spend a percentage of their profit for the 
common good, such as for educational purposes and the 

2. In this connection refer to the section ‘ Future of Middle 
men ’ in the previous chapter. 
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like. Generally all these appropriations out of profits are 
fixed by statute, and special Acts are passed to develop 
co-operative institutions. The management of the store is 
vested in a board of directors elected by the the members. 

As has already been mentioned, the Rochdale Pioneer 
Society is the earliest and the most famous of consumers* 
co-operative stores. The principles enumerated then have 
come to be known as Rochdale principles, 2 ® and even now the 
success of the movement of this kind of store depends upon 
strict adherence to those principles. In addition to the 
principles mentioned above, these stores must be managed 
on purely democratic lines; and every member must have 
an equal voice in the management of the concern. The 
sales of the store must be always on cash basis, and effected 
at the current market price. 

The application of the democratic principle induces the 
sense of fellow-feeling and brotherhood among the 
members, inspiring them to join together. This is easily 
ifealised when the store is composed of members having 
some homogeneity. Thus we find many stores consisting 
exclusively of a special class of consumers such as Govern¬ 
ment servants, or mill hands, or students requiring books 
and stationery. Absence of homogeneity is likely to 
engender party faction threatening the very existence of 
these institutions. All, or at least a majority, of the 
members must be inspired by the noble ideals of co¬ 
operation. They should not view the store simply as an 
ordinary provision or provision-cum-stationery shop 
providing them with their requirements nearer home. 
The determination to stand by one*s own store even at 
some inconvenience should always be there. Loyalty to 
the store must be cultivated, for without it success can 
never be assured. It is worth quoting Dr. Fay here, who 
says, ** Co-operative store-keeping is always a possibility, 
provided the population has three qualities: loyalty, 
shrewdness and determination.** 

ORGANISATION 

One cannot expect loyalty and co-operation from the 
members always for nothing. The store, on its part, must 
be able to offer some advantages to its members. Such 
advantages can be derived from it if the store is managed 

2a. Rochdale principles discussed in Chapter X. 

1393—26 
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on efficient lines. The members must be made to feel that 
their store is giving them something which the ordinary 
retail stores are not generally able to give. 

The adoption of the following methods will help in 
achieving such ends. The goods sold by the store must be 
always of good quality ; quality should be the watchword. 
Due attention should also be given to correct weights and 
measures. It is not infrequent to find the suspicion of the 
purchasers being aroused by the unscrupulous activities of 
certain retailers and such activities seriously affect the 
goodwill of the institution. There must be no doubt about 
the honesty of the staff in a co-operative store. 

The prices charged must be the market price for the 
commodity of the same quality. Prices must be fixed : it is 
better to have a price list exhibited, and price tickets may be 
attached to every article. All these will clearly show that 
there is no place for bargaining. It is this higgling and 
bargaining which customers generally hate (though ther^ 
may be a few exceptions to this rule). Bargaining not only 
means a waste of time on the part of both the parties ; it 
also creates in the mind of the purchaser an impression, not 
favourable from the retailer^s point of view, that he has 
very likely paid a price which is higher than the one paid 
by another as a result of his higher bargaining capacity. 
Many of the ordinary retail stores are now strictly adopting 
the policy of a fixed price, but still the system of bargaining 
continues owing to the force of tradition. Co-operative 
stores can do much in eradicating this evil. 

As regards the number of varieties of merchandise to be 
stored, it may be said that the store must keep different 
varieties of different commodities to suit the tastes and 
purses of its members. Absence of a sufficiently large 
number of varieties of articles in stock to meet the taste of 
different classes of members, has been considered to be one 
of the chief causes of failure of these stores.^ The original 
idea of these stores was to sell goods to members alone, but 
in order to increase their turn-over and to face the competi¬ 
tion of other retail stores, there is the need to sell to non¬ 
members as well. A co-operative store cannot be a universal 
provider like a departmental store, but it should be its aim 

3. Report of the Co-operative Marketing of Agricultural 
produce in India. 
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to provide every+hing pertaining to a particular line of 
goods. In general) all these stores supply provisions) and 
all that a customer is expected to buy in this line must be 
available in the store. To increase saleS) the store should 
try to provide other goods such as stationery, fancy goodS) 
toyS) tinned foods etc. 

One should not think that a co-operative store need not 
care much about its locality and housing, as all its members 
are its customers. But this is a mistaken belief. The 
co-operative store must have the outward appearance of 
an impressive retail shop with its show windows, decora¬ 
tions) placards and attractions. 

As mentioned above) all sales should be strictly on a 
cash basis, but the sale of goods on credit cannot be ruled 
out altogether. A store by selling on a cash basis has been 
able to achieve considerable economy as to bad debts and 
interest. 


CO-OPERATIVE WHOLESALE STORES 

It is well known that cheap and efficient distribution 
is not possible without efficient buying, and co-operative 
stores cannot be oblivious of this fact. With increase in the 
number of co-operative retail stores, the need for central 
organisations from which the stores can obtain their supply 
is keenly felt. In this connexion Marshall observes, *‘as 
time went on, their very success brought to light a weak 
point in their system. They had organised a particular 
class of retail trade on the side of selling but not on the side 

of buying.The co-operators had first to learn how much 

harder a task it was to buy well than to sell well ^ The 
co-operative retail stores must have their own organisation 
to feed them. This need will be appreciated if we realise 
that the attitude of the capitalistic form of distributive 
organisations towards the co-cperative form cannot be 
expecte<.l to be friendly and sympathetic. Moreover, 
purchases of co-operative stores from ordinary wholesale 
organisations will only encourage and strengthen the posi¬ 
tion of those whose elimination, or at least independence 
from whom, we consider desirable. 

Co-operative wholesale stores should be a federated 
form of organisation—a federation of consumer's co-opera- 

4. Industry and Trade^ by Marshall. 
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tive stores, but the possibility of mixed types cannot be 
ruled out. There should be a number of wholesale societies 
in different important marketing centres of the province. 
These wholesale societies must engage in manufacturing 
activities also, for this will make them partly independent 
of the capitalistic form of manufacturing concerns. To 
suggest some convenient form of manufacturing activities 
(strictly speaking, processing activities) mention may be 
made of the milling of paddy and flour, cotton-ginning and 
pressing, oil-pressing, etc. It is Said that the English 
Co-operative Wholesale Society manufactured in 1913 about 
£ 8,000,000 worth of goods. 

WAR, CONTROLS, DECONTROLS AND CO-OPERATIVE 

STORES 

It is well known that in India co-operative credit has 
received greater attention than other types of co-operative 
organisation.® During the last war, the development of 
distributive co-operative organisations was phenomenal,^® 
and among the provinces of India, Madras leads other 
provinces in this kind of co-operative institution. It is 
often said that * ‘ it is in the blood of the Madrasi to buy 
co-operatively Out of the total number of 420 stores 
doing a business of about Rs. 57 lakhs, operating in British 
India during 1939—40, there were in Madras 198 primary 
stores doing a total business of about Rs. 33*07 lakhs. At the 
end of 1945-46 there were 1,346 such stores in Madras with 
Rs. 1,357*55 lakhs annual sales. These, with 21 co-operative 
wholesale stores, did a total business of over 25 crores 
during the same period. In addition to this, the producers^- 
cum-consumers’ co-operative stores in Malabar and the four 
circar districts have played an important part in the 
procurement and distribution of foodstuffs and also acted as 
agents of government in importing food grains and other 
controlled commodities. 

Naturally, these figures provoke one to enquire into the 
reasons for this unprecedented growth. They are not very 

5. In 1939 non-credit societies constituted 16*8 percent of the 
total, in 1946 the percentage rose to 39*1. 

5a. The table at the end of the chapter gives a bird’s eye view 
of the consumers’ movement in Indian provinces and states dur¬ 
ing the war period. 
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far to seek. During the war, and post-war period, every 
body experienced the scarcity of consumer goods. Even the 
supply of most essential commodities, such as rice, dal, 
wheat, wheat-products, oil, sugar, cloth, kerosine efc., are 
in short supply, and many of these commodities are 
rationed and for others there is some sort of control. In 
spite of unwillingness, one had to go to the black market 
for many consumer goods, since many of the commodities 
whose prices were controlled became unavailable in the 
open market« Difficulties in obtaining these essential goods 
turned people to a channel through which they might be 
obtained easily at a fair price. Co-operative stores were 
found to be the only suitable channel. The co-operative 
department was also lenient in granting requests for 
registration, and the stores also obtained financial assistance 
from co-operative banks. The provincial Governments also 
gave a helping hand in their functioning by allotting liberal 
quotas of controlled and rationed goods to these stores. 
Governments of Madras, Bombay, Travancore and Baroda 
actively encouraged the co-operative societies in this work 
while certain others were quite unsympathetic and even 
hostile towards entrusting the work to them 

Not only were these stores able to help the people by 
easing the position with regard to the supply of goods, but 
they were also able to exert a beneficial influence in reduc¬ 
ing the price as well, and helped the outside public by re¬ 
lieving an otherwise acute shortage of food-stuflFs and the 
consequent distress.^ 

The Agricultural Credit Department of the Reserve 
Bank of India made a study to find out how far the 
co-operative movement played its part in the new field. It 
has been observed that the ** co-operatives on the whole 
have done well in the business and some of the governments 
have expressed their appreciation of the manner in which 
these institutions have acquitted themselves.*^ And the 
opinion has been expressed that with government 
sympathy and support in a greater measure, coupled with 
popular interest and enthusiasm the societies can well take 
up this business though not as the sole at least as the most 

6. Reserve Bank of India Bulletin May 1949 p. 289, 

7. The Indian Co-operative Review, Apil-June 1945 p. 72. 
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important agency in the distribution of controlled 
articles.*^® 

In foreign countries too, especially in England, France, 
Belgium and Italy, consumers* co-operative institutions suc¬ 
cessfully co-operated with their respective government in the 
administration of controls and in the rationed distribution 
of scarce commodities. The National Co-operative Authority 
in England, with State help, had been able to bring down 
retail prices. It is stated that in that country, the govern¬ 
ment control department and the consumer movement have 
worked in great harmony. 

That there was also an increase in the number of co¬ 
operative wholesale stores in Madras during the war years 
is evident from the fact that the oldest of them is slightly 
more than ten years old. On 30th June 1946, 21 whole¬ 
sale stores in Madras held a share capital of 29*32 lakhs and 
reserves amounting to 10*69 lakhs. Their sales during 
1945-46 amounted to over Rs. 12 crores. 

World War I (1914-18) also created a situation for the 
growth of co-operative stores which thrive on an artificial 
soil. When controls and other facilities were withdrawn 
one store after another collapsed. This naturally makes 
one enquire whether the expansion of these stores during 
World War II (1939-45) will be permanent or not. Will the 
stores be able to hold their own against the capitalistic 
form of retail units in normal times ? With the removal of 
controls and rationing and the availability of consumer 
goods in plenty, competition between ordinary wholesale 
and retail units and co-operative forms of institutions will 
no doubt be keener. But one need not be pessimistic about 
the future. If the co-operative stores are managed on the 
lines suggested above, there is no reason to believe there 
will be a heavy infantile mortality among these war babies. 

In addition to what has already been mentioned above, 
it is necessary, in this connexion, to stress the need for a 
simultaneous development of both wholesale and retail 
stores. Consumers* stores cannot survive if the wholesale 
stores are not there to feed them. Again, artificial feeding in 
the form of supply of controlled goods by the Civil Supplies 
Department of the Government to wholesalers, and through 
them to the retail units, cannot make them stand on their 

8. Reserve Bank of India Bulletin; May 1949 p. 290. 
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own legs. The need for engaging manufacturing activities 
by the wholsalers in this connexion cannot be over empha¬ 
sised. It is also desirable to link up the consumers’ and the 
producers’ societies. This will not only ensure a regular 
flow of supply to the consumers’ store but will also enable 
the producer to get more for his produce and the consumers 
may also have to pay less for their purchases. 

The survival of these stores depends also to a great 
extent upon the co-operation of the public. With the 
appearance of consumer goods in plenty in the market, they 
should not forget the necessity that stimulated them in the 
formation of these stores. If that common consciousness 
which prompted them to combine is ever present in their 
mind, then the success of these stores is also assured in 
periods of plenty as well as of scarcity. One must always 
remember that it is good co-operators who make co-opera¬ 
tion a success. 



Table giving a bird^s eye-view of the consumer's movement in Indian provinces and states 
during the war period. 

[Table taken from the * Consumers ^ Co-operation in India during war time^i published bjc the 

Reserve Bank of India] 

1938—39 I 1944—45 or 1945—46* 
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CHAPTER XX 

HIRE PURCHASE AND INSTALMENT 
SYSTEM OF TRADING 


Two important techniques developed in the retail trade 
are the hire-purchase and the instalment systems of trading. 
The underlying principle' in these two systems of trade is 
no doubt the same, but there is a distinction between the 
two from the legal point of view. 

HIRE-PURCHASE 

Under the hire-purchase system, the article which is 
the subject matter of trade is not technically sold by the 
dealer. As the name suggests, the article is hired by the 
other party to the transaction, on the condition that the 
hirer will be in possession of the article and make use of it. 
But the legal ownership in the article will vest in the 
hirer, only on payment of the total price of the article in 
different (equal) instalments over a definite period 
determined in advance. It is only then, and not until then, 
that the transaction becomes a sale. 

Usually, the purchaser enters into an agreement to 
puchase the goods at a certain price. He is given the 
possession of the goods, and permitted to use them as if he 
had purchased them, as soon as he pays his first instalment 
at the time of signing the agreement. The first instalment 
is a substantial portion of the total price, being invariably 
higher in amount than the other instalments. The balance 
of the price is paid in a number of instalments spread over 
the hiring period. The vendor generally reserves the right 
to terminate the agreement and take back the article which 
is the subject matter of the hire-purchase agreement, in the 
event of the hirer failing to meet his obligations. In such 
a case the hirer will have no claim to get back any amount 
he has paid. The amount paid will be taken as a hire 
charge. The obligations mentioned may be with regard to 
the payment of instalments or insurance of the article, or 
any other act which might have been specifically mentioned 
in the agreement. 


INSTALMENT SYSTEM 

In the case of the instalment system, the transaction is 
a sale. The legal ownership vests in the buyer with the 
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completion of the transaction. The price is paid in a number 
of instalments fixed in advance. Possession is usually given 
only after payment of the first instalment, made generally 
at the time of signing the agreement. It is also usual to 
have the article sold subject to a lien or chattel mortgage 
in favour of the seller until all the instalments have been 
paid. 

ARTICLES SUITABLE FOR HIRE-PURCHASE TRADING ^ 

Articles sold under both these plans are varied, and 
no exhaustive list can be given. To mention only a few of 
the important commodities : furniture, sewing machines, 
pianos, gramophones, radios, motor-cars, type-writers, 
cameras, etc.y come under such a system. Recently, a 
building society- has devised a plan of hire purchase 
housing scheme under which one can own a home of his 
own by paying 25% cash down of the total price, and the 
balance in monthly instalments ranging over a period of 
five to twenty years. But not ail articles are sutiable for 
this kind of dealing. Articles, in order that they may be 
the subject matter of hire-purchase trading, must possess 
the following qualities, and an analysis of the qualities 
mentioned will show that the qualities, essential are those 
which will make it easy for the dealer to seize the article 
and resell it in case of necessity. 

(a) The first essential quality is durability. It must 
have a life much longer than the period over which the 
instalment is spread. Otherwise in the case of default of 
the purchaser, the dealer will have nothing to fall back 
upon. From the purchaser's point of view also there will 
be no desire to have the article if its utility is consumed 
within a short period. (6) The article must be of sufficiently 
high value to justify a hire-purchase agreement. If the 
article is within the easy reach of the average purchaser to 
obtain by paying cash, there is no reason to have it under 
these plans and to pay a price higher than the cash price, 
as is always the case under the hire-purchase system. In 
fact, the article must combine in it the qualities of high 
price and slow consumption. (c) The article must also be 
a standard one so that it will suit the taste of any buyer, 

1. In the dicussion which follows wherever hire-purchase iB 
mentioned, it includes the instalment system also. 

2. The International Building Society Ltd., of Bombay. 
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with slight modification, if needed, in case it has to be 
resold. The absence of this quality will make the godown 
of the dealer a museum of second-hand goods resulting from 
the seizure of the articles owing to the default of the other 
party, (d) The result will be similar if the article is one 
which is subject to sudden fashion changes. The hirer 
will deem it more worth while to forego what he has al¬ 
ready paid, than to have an article which is out of fashion. 
(e) To facilitate the seizure of the article, if needed, it must 
be easily distinguishable and easily removeable. 

MERITS OF THE SYSTEMS 

The hire-purchase and instalment systems of trading 
have certain merits of their own giving benefits both to 
consumers and to the dealers. These methods of retailing 
are suitable for the disposal of goods which are not within 
the easy reach of the average public if they are asked to pay 
ready cash. This may be considered an ideal method of 
saving money by the ultimate consumers as well as by 
business men who purchase goods under the plan, for further 
production. The ultimate consumer can make use of the 
article so purchased soon after he begins to save money for it. 
He thus derives satisfaction which he would not have derived 
if he had to pay cash, or alternatively, if he had had to wait 
till he has saved all the money required to pay cash. There 
is also the possibility of the abatement of the desire to have 
the commodity by the time the money is saved, or, the 
money in the process of being saved may have to be spent 
for some other pressing needs. To a business man who 
buys articles under the plan for using them in the further 
process of production, the system is very advantageous, as 
the article will pay for itself. Take the case of a tailor 
who wants to start an independent tailoring shop, but is 
unable to do so, being short of the funds necessary to buy 
a machine. Under the plan he can obtain a sewing machine 
and pay the instalments from the business he is expected 
to do on getting it. He thus gets the scope of starting an 
independent business which would have been beyond his 
means, were such facilities not accorded. Even if a 
business man is able to pay cash down, it may be more 
convenient for him to buy on either of these plans, as the 
Uaoney saved may be better utilised in other directions, 
especially as working capital. The need for this is greater, 
if the article in question involves a heavy capital outlay 
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and the business is a new one. Private individuals who 
can afford to pay cash even for costly things also derive an 
advantage, as their investments are not disturbed and quite 
likely they may thus derive a greater financial advantage. 

Hire-purchase is also an important factor in commerce; 
it creates new business by facilitating the disposal of goods, 
many of which would not have been sold, had ,not the 
customers been given the accommodation. This is more 
true in the case of non-essential goods. For the dealer 
there is an increase in his turn-over ; to tho manufacturer 
it means greater production with its concomitant reduction 
in costs, and to business in general, greater activity. Hire- 
purchase is very advantageous for disposing of surplus 
stocks during both depression and boom, by extending 
credit facilities in the first case, and contracting in the 
other. It thus prevents the accumulation of stocks and to 
a great extent over-production. We may conclude by 
quoting Prof. Seligman who says in its ultimate and 
refined forms, instalment credit will be recognised as 
constituting a significant and valuable contribution to the 
modern economy 


DRAWBACKS 

Inspite of the advantages mentioned above, many draw¬ 
backs of these two systems of trading may be pointed out. 
It is suggested that the system encourages prodigal expendi¬ 
ture. The hirer is forced to mortgage his future income. 
This by itself is not bad, so long as the money is spent on 
buying articles which help in earning an income and in the 
satisfaction of desires which have economic justification. 
Moreover, the dealer takes enough care to see that the 
goods are disposed of only to those who are in a position to 
pay the instalments regularly. Hence the criticism does 
not hold good. On the other hand, it may be said that the 
system encourages the poorer sections of the community 
to spend their money on articles of lasting value. 

Some say that hire-purchase and instalment credit are 
consumption credit, and such credit should not be 
encouraged. Critics of this type are oblivious to the fact 
that had accommodation not been provided in this manner 
to the ultimate consumer of goods, at least some of the 

3. Edwin R. A. Seligman : The Economics of Instalment Selling 
vol. 1. p. 337, 
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goods sold would probably have accumulated, and the 
industry would have suffered the perils of over-production 
to a greater extent than at present. To keep mass production 
going, some easy methods of disposal of goods must be 
adopted, and hire purchase is one of such methods. More¬ 
over, the line of distinction between productive and 
consumptive credit is very thin. The very same article 
may be a productive or consumptive asset, depending on 
the nature of the use to which it is put. Even assuming 
that such a distinction can be maintained, it is not true to 
say that all goods sold under the instalment plan are goods 
sold for ultimate consumption. Further, the consumption 
goods sold under the plan are consumed slowly and last 
for a sufficient length of time. There are certain draw¬ 
backs and risks involved in this kind of business from 
the dealer’s point of view. These are the risks of loss 
owing to bad debts and the accumulation of second-hand 
goods. These losses may be reduced to the minimum if 
the dealer takes care to look into the financial status of the 
hirer before disposing of his goods and by a proper 
selection of the subject matter. There is also the risk of 
losing the article sold, in the case of its seizure by the 
land-lord for non-payment of rent or by the local bodies for 
non-payment of taxes by issue of distress warrant. The 
danger of losing the article is also there, in the case of 
insolvency of the purchaser. 

FINANCING OF HIRE PURCHASE 

Hire-purchase and instalment trading require a large 
amount of capital, as they tie up capital for giving credit 
to the purchasers. The longer the period over which the 
instalments are spread, the greater is the need to find 
additional capital to finance such business. It is for this 
reason that the problem of financing hire-purchase and 
instalment Systems of trading assumes a special significance. 

The following are the two methods usually adopted to 
finance this kind of trade. In some cases, subsidiary com¬ 
panies are started by the dealer with the specific purpose of 
financing hire-purchase trading. Alternatively, we find 
special types of financial institutions, known as ‘ finance 
companies,’ operating to finance these trades. Two differ¬ 
ent methods of operation are followed by these finance 
companies. 
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In one case, the mode of operation is almost like that of 
ordinary commercial banking concerns. The hire-purchase 
agreement is entered into between the dealer and the hirer. 
Then a bill of exchange is drawn by the dealer and accepted 
by the hirer (or a promissory note made by the hirer) for 
the amount outstanding. Such bills or promissory notes are 
collateral to the hire-purchase agreement, and they are 
negotiated by the dealer with these finance companies in the 
ordinary course of banking business. The dealer is thus 
provided with funds with which he carries on his business. 

In the other case, these finance companies buy the 
articles on cash from the dealer, at a discount off the hire- 
purchase price recoverable from the hirer. The article is 
bought when the client is introduced and makes a deposit, 
equal to the first instalment with the finance company and 
signs the necessary agreement. The transaction then 
becomes a transaction between the hirer and the finance 
company, and the latter realises the instalments from the 
former. 

In America banks have played a large part, directly and 
indirectly, in instalment and hire-purchase finance. 

STEPS IN HIRE-PURCHASE TRADING 

Hire-purchase business, to be successful, must be 
worked on the following lines. The first consideration in 
this connexion is the determination of the price. Naturally, 
there should be a difference between the cash price and the 
instalment price, the latter being always higher, in order 
to compensate the dealer for the risk and trouble involved. 
The differnce between the two prices should not be so 
great as to make the hirer feel that a high interest rate is 
charged for the credit given. Some dealers do not make 
any difference between the two prices. By this they want 
to encourage hire-purchase business and at the same time do 
not give the public a chance to feel that they are asked to 
pay more than the others. This has some psychological 
effect. 

The next consideration is the amount the customer 
should be asked to pay as the first instalment, the number 
of instalments, and the period over which the instalments 
are to be spread. In this connexion, it may be suggested 
that the amount of the first instalment plus the resale value 
of the article at any stage during which the instalments are 
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spread out, must be equal to the total price. Of course, 
this rule may be modified to make it more liberal in order 
to accommodate the purchaser and will depend upon the 
circumstances of each case. The period for which credit is 
given must be much less than the life of the asset sold. 

Now, when an individual comes to buy an article on 
hire-purchase terms, enquiries must first be made about 
his income, to find out his ability to pay the instalments 
regularly. His willingness to pay must also be assured. On 
receipt of a satisfactory report regarding the customer, he 
should be asked to enter into the necessary agreement. 
The dates on which the instalments fall due and the mode 
of payment must be clearly indicated in the agreement. 
The implication of these clauses of the agreement should be 
clearly explained to the customer, to avoid any futtu*e 
misunderstanding. 

It is usual for the dealer to make it a condition for 
the customer to take out a fire or accident policy on the 
subject matter of trade for the amount outstanding and 
for the period of tenure of the instalments. In some cases, 
the customer is asked to take out a life policy on the amount 
outstanding and assign it in favour of the dealer. When 
all the instalments are paid, the policy is re-assigned to the 
customer, or in the case of his earlier death the dealer gets 
the money from the insurance company while the heir of 
the hirer becomes the owner of the articles. This serves as 
a compulsory saving in the form of insurance for the hirer. 

The last thing in the transaction is the signing of the 
contract; as soon as the first instalment is received, the 
article is delivered to the hirer and a receipt obtained 
from him. It should not be thought that the transaction 
is over with this. Hire-purchase accoimts must be 
scrutinised regularly ; instalments must be realised from 
the customer, and care must be taken to see that the article is 
kept in proper condition and use by the customer. 



CHAPTER XXI 

EXPORTING AND IMPORTING 

EFFORTS IN ENLARGING THE MARKET 

Goods produced in a country, whether raw or manu¬ 
factured, are not always completely sold off within the 
country of origin. They are also sold abroad. This is due 
to the desire on the part of businessmen to enlarge the 
market for their products. Sometimes a country has to 
depend upon imports from abroad of many raw and manu¬ 
factured commodities, due to its physical limitations or 
industrial backwardness. In this case there is a desire on 
the part of the buyer to find a country wherefrom he can 
get the goods needed. However, the presence of competition 
among the exporters of various countries compels them to 
be more energetic in their attempt to enlarge the market 
for their products beyond the borders of their own country. 
In order to achieve this aim, business units take the help 
of their own agents as well as other existing trade 
channels such as indent houses, forwarding agents, and 
commission agents who generally specialise in exp|ort and 
import trade. 


DUMPING 

Instances are also there, when goods are sold abroad 
not so much with the idea of enlarging the market as with 
the intention of dumping goods in a foreign country. In 
its simplest form, dumping activities mean selling of goods 
in a foreign country at a price which is lower than the one 
charged in the home market or at unremunerative prices. 
The idea is to prevent prices in the home market being 
depressed due to excess surplus production which is dis¬ 
posed of in the foreign market in the way indicated above. 
Dumping may also be practised to capture foreign markets 
by throttling competition. 

I'RADE COMMISSIONERS 

The state in these days takes an active part in the 
development of a country's foreign trade. Government 
assistance in this direction generally takes the form of 
trade agreements and appointment of trade commissioners. 
Official and non-official trade missions are also sent to 
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various countries to explore the possibilities of increasing 
trade with foreign countries. 

A trade commissioner is one who is appointed by the 
government of a country to represent the commercial 
interests of the country by which he is appointed, in the 
foreign country where he is placed. He is to suggest ways 
and means of developing a market for the products of his 
home country in the countries placed within his jurisdic¬ 
tion. He has to see how the trade between the two 
countries can develop to the mutual advantage of both. It 
may be said that a trade commissioner has to play the part 
of a commercial interpreter interpreting to the countries 
under his jurisdication the commercial policy of the 
country he represents and also interpreting the commer¬ 
cial policies of the countries under his jurisdiction to the 
business men of his own country. This officer is to answer 
all trade enquiries directed towards the development of 
local markets for the goods of the country he represents. 
For this purpose he maintains a register of local firms 
trading in goods which his country produces, maintains 
close contacts with these firms, represents to them the 
specialities of the goods of his country and the means of 
securing such goods as are suitable for their requirements. 
Exhibitions are also often organised by him to show to the 
public and the businessmen there, the products of 
manufacturers as well as the arts and crafts in which the 
country he represents specialises. He also assists business¬ 
men of his country visiting countries under his jurisdic¬ 
tion by letters of introduction and advice. He often tests 
the local market for products of his country by trial 
consignments. Periodicxlly he sends a report to his 
government reviewing the activities of his work and 
outlining the future prospects. The report of a trade 
commissioner thus serves as a valuable guide to the 
businessmen desirous of developing trade relations. 
Occasional reports are also sent regarding local develop¬ 
ments affecting the trade of his country. 

Every country having a large international trade 
appoints a trade commissioner in the country with which 
it has large dealings. It should be the effort of every trade 
commissioner not only to maintain the existing trade 
between the two countries but also to suggest methods of 
increasing the quantum of it. Trade commissioners are 
1393—27 
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also appointed in countries where there is a prospect of 
developing a market for the products of its nationals. 

INDIAN TRADE COMMISSIONERS 

It may be mentioned here that the appointment of trade 
commissioners by the Government of India in Europe and 
America, Africa and in the Near East, was the outcome of 
proposals submitted by the then Indian High commissioner 
in England and the Director General of Commercial 
Intelligence and Statistics. The latter based his proposals 
on the recommendations of the Indian Trade Mission. It 
was realised that the Indian export trade was faced with 
increasing competition in the Western markets. It was 
urged that special efforts were needed to meet this 
competition and to maintain and expand the foreign trade 
of India. Three countries were selected by the High 
Commissioner after careful consideration and personal 
investigation. Later on, a comprehensive net work of trade 
commissioners were established by the Government of 
India. The trade commissioner at Hamburg had jurisdiction 
over Poland, Germany, Czechoslovakia, Norway, Sweden, 
Denmark, Belgium, Holland, Northern France and 
Switzerland ; the one at Milan covered Austria, Hungary, 
the Balkans and Greece as well as Southern France and 
Italy. The trade commissioners at Alexandria whose oflBce 
was opened in December 1938 covered the market of 
Turkey, Syria, Palestine, Egypt, Transjordon, Saudi Arabia, 
Iraq and Iran. 

In the U. S. A., China, Argentina, Sikiang, West 
Indies, Fiji and Mauritius India’s trade interests are protec¬ 
ted by her diplomatic and consular officers and proposals 
for appointment of commercial representatives in some 
more countries are in progress. 

Government of India has also appointed Inspector 
General of Trade Commissioners to intensify India’s foreign 
trade.^ It is intended to divide foreign countries into several 
regions each having one Inspector General. The function 
of such officers will be to supervise the work of trade 
commissioners, arrange for their training, organise new 
posts, and investigate the possibility of furtherance of trade 

1. The post of the Inspector General of Trade Commissioners 
has been abolished as a retrenchment measure. 
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relations between India and foreign countries in their 
respective regions. 


TRADE AGREEMENTS 

During recent years there has also been an increase in 
the number of bilateral trade agreements between one 
country and the other. Such trade agreements have been 
concluded with the primary idea of increasing the volume 
of the foreign trade of each country, specially to develop 
the export side of the market. During 1948-49 India conclud- 
ded with eleven countries trade agreements which constitu¬ 
ted an important development in Indians foreign trade policy 
during that year. It is said “in some countries, the trade 
agreements were designed to foster direct exports to them 
in lieu of the indirect export which took place in the 
past. During 1949-50 India concluded trade agreements 
with ten countries and negotiations for entering into long 
term treaties of friendship, commerce and navigation are 
being conducted with U. S. A., Afganistan, Iran, Siam and 
Czechoslovakia. 


TRADE MISSION 

Trade Missions are sponsored by the government of the 
country and also by private bodies for studying the pros¬ 
pects of developing trade relations with the countries which 
they visit by contacting the industrialists and businessmen 
there. Trade missions, even if they are sponsored by the 
government, are generally composed of both ofl&cials and 
non-officials. The latter are generally composed of the 
leading businessmen and industrialists of the country. 
Recent years have witnessed increase in the number and 
activities of such missions. 

DEPARTMENT OF COMMERCIAL INTELLIGENCE 
AND STATISTICS 

Mention should also be made here of the Department of 
Commercial Intelligence and Statistics of the Government 
of India which directly and indirectly plays some part in 
the development of the foreign trade of our country. As 
noted previously the Director General had a great part to 

1 a. Review of the Economic conditions of India with Special 
Reference to Foreign Trade in 1948-49 p. 83. 
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play in the selection of places where trade commissioners 
were appointed. He keeps himself informed of trade 
developments which are likely to affect India through the 
Indian Overseas Trade Commissioners, British Overseas 
Trade Department Officers and British consular officers. 
Since the creation of this organisation as a separate depart¬ 
ment in 1871 it underwent many modifications from the 
administrative point of view. This office is located in 
Calcutta. But in July 1933 the Satistical Research Branch of 
the Department was shifted to Delhi and subsequently in 1938 
the Branch was separated from the Department and placed 
under the Economic Adviser to the Government of India. 

The work of the Department of Commercial Intelligence 
and Statistics may broadly be classified under three main 
headings. One is compilation and publication of important 
statistical material pertaining to agriculture, prices, finance, 
industry and trade. Another is that of adviser to the 
government on commercial matters and acting as a link 
between the Government of India and the commercial 
public; and the third is the collection and dissemination of 
commercial information with a view to the promotion of 
Indians foregin trade especially on the export side, by 
answering trade enquiries, effecting trade introductions and 
the like. It publishes a weekly magazine known as the 
* Indian Trade Journal * and issues periodically a directory 
of the principal exporters of Indian produce and 
manufactures. 

COMPLICATIONS IN IMPORTING AND EXPORTING 

As each country is a separate political unit (at least it 
is viewed in this sense here) with its own currency system 
which may be and generally is, different from that of the 
others, complications arise in the matter of payment to be 
made by the purchaser to the seller. The presence of 
different customs^ laws further complicates the matter. 
Again, when the two trading countries are situated far 
away, there is a long interval between the time the goods 
are despatched by the seller and the time when they are 
received by the purchaser. This further complicates the 
matter as the seller wants to receive the price for his goods 
in his own currency as soon as they are despatched whereas 
the buyer wants to pay only when he receives them. In 
addition to these complexities there is the risk involved 
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when the distance to be covered is very long especially 
when it means a long voyage. 

INTERMEDIARIES IN THE FOREIGN TRADE 

Various types of specialised institutions such as indent 
houses, forwarding agents, commission agents have come 
into existence, who work as wholesalers in the chain of 
distribution of manufactured goods in a foreign country. 
They are the important links in the chain of distribution in 
the export trade of a country, and along with the specialis¬ 
ed types of banks and insurers try to smoothen the flow of 
goods from one country to the other. 

FORWARDING AGENTS 

Forwarding agents are business houses in the exporter's 
country who generally look after the packing and forward- 
ing of goods sent to them by different traders and manu¬ 
facturers who receive orders direct from the principals in 
the importing country. The manufacturers and the traders 
are asked to send the goods to the forwarding agents who 
act on behalf of these principals, so far as it relates to the 
shipment of goods. Special abilities are required in packing 
the goods to econoTtiise space, prevent damage and pilferage 
in transit. In addition to this a lot of formalities have to be 
gone through before the goods are actually allowed to leave 
the shores of the exporting country. Arrangements are 
also to be made with the shipping companies for the 
carriage of goods and with insurance companies or under¬ 
writers for covering the risk during the transit. All these 
are also looked into by this class of intermediaries on behalf 
of their principals—the importers in the foreign country. 
In rendering these services they relieve the manufacturer 
and the trader of all the troubles connected with the ship¬ 
ment of goods. The importer also feels satisfied es he 
knows that his interest is being looked after by one who is 
an expert in the line. Frequently, a forwarding agent 
combines the business of a shipping agent. This enables him 
to make a quick and efficient arrangement for the shipment of 
goods and at the same time he feels satisfied with a small 
commission from his principal for the work done as he also 
earns a commission on freight paid. 
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COMMISSION AGENTS 

Commission agents, as the name suggests, are business 
firms in the exporting country who act as agents of the 
merchants abroad. They receive orders from their 
principals to buy goods from various traders or manu¬ 
facturers in the exporting country. They buy the goods 
and ship them under their own invoice according to the 
terms of the indent. They remunerate themselves not only 
by charging a commission on the business done but also 
appropriating for themselves a portion of the discount 
which they receive from the parties from whom they buy 
goods. Though they act as agents yet in may instances 
they have to provide funds in the first instance to buy goods 
from the parties in the exporting country. From the 
manufacturers point of view, they serve a useful purpose 
inasmuch as they find out a ready market for his product in 
the foreign country. The importer, on the other hand, is 
also assured of getting the right kind of goods for which he 
has placed the indent. 

FUTURE OF THESE MIDDLEMEN 

With the development of cheap and efficient systems of 
communication and advertisement technique, as well as the 
presence of competition among the manufacturers, there is 
a tendency on the part of the manufacturers to come more 
and more into direct touch with the importers abroad. 
However, this does not mean that these middlemen in the 
foreign trade of a country can be completely eliminated. 
Big manufacturers no doubt try to become independent of 
the middlemen by creating a separate department known as 
export department, manned by an expert in its main 
organisation or by establishing branches in the foreign 
countries. But their number is so few in relation to the 
total business to be handled that one need not be 
pessimistic about the future of these intermediaries. 
Foreign branches are established and export departments 
created in order that the manufacturer may not be wholly 
in the hands of the middlemen. Foreign branches and 
export departments are nothing but adjuncts to the main 
channels of distribution. Moreover, it is only the big 
manufacturers having sufficient capital who can think of 
running such organisations. So long as on the one side 
there are small manufacturers willing to export goods and 
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on the other the small importers who cannot think of 
dealing directly with the manufacturers abroad, these 
intermediaries will have a large part to play in the foreign 
trade of the country. 

EXCHANGE BANKS AND INSURERS 

In addition to the intermediaries mentioned above, 
there are the spcialised types of banks known as 
exchange banks whose help is needed to settle the payments 
between the exporter and the importer and to finance the 
movement of goods between the exporting and importing 
port. The insurance companies and underwriters also 
come into the field for affording protection to the parties 
against the risk attendant on the movement of goods by 
land and sea. 


GOODS ON CONSIGNMENT 

As the demand for the products of a manufacturer who 
is new in the field is uncertain in a foreign country, the 
importers in the latter country are not generally willing to 
buy such goods straightaway. The manufacturers in such 
a case have to send goods on consignment account to a 
merchant in the foreign country. The merchant does not 
take any risk on the goods received. The goods are sold 
according to the direction of the manufacturer and the 
merchant selling the goods sends periodically detailed 
statements of accounts relating to the goods disposed of— 
technically known as account sales—and the money 
realised by effecting sales, after deducting his commission, 
to the manufacturer through a bank. 

But as the products of the manufacturer become 
familiar in the foreign country and the demand for them is 
established, regular trading transactions begin between him 
and the foreign importer. 


INDENT 

The first step that sets in motion the work connected 
with an export transaction is the receipt of an indent by the 
exporter from the importer. In theory, the indent is an 
authoritative and binding instruction given by the importer 
to the exporter in connection with sending of goods from 
abroad. It should be noted here that the exporter may be 
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the manufacturer himself or one of the intermediaries 
mentioned above. In practice many letters pass between the 
exporter and the importer before the final bargain is struck 
and hence we find the mention of * proforma indent ^ and 
the final or ^ confirmatory indent ^ in foreign trade. The 
latter kind of indent is alone binding and authoritative 
whereas the former indicates that the final bargain is not 
yet struck. An indent is no doubt an order to buy a given 
article or more generally a large number of diverse articles. 
But it is really something more than a simple order to buy 
goods as it also contains all the necessary instructions 
connected with the shipment of goods. 

OPEN AND CLOSED INDENT 

When in the matter of buying the goods the receiver of 
the indent has the discretion of exercising his choice 
regarding price, selection of goods and the manufacturer, 
the indent is known as an open indent. If the indent does 
not give any option in these matters it is known as a closed 
indent. 

In old days when the importers were not at all familiar 
with the manufacturer or his products and the prices of his 
goods or other competitive goods in the exporter's country, 
the need for a open indent was keenly felt. The receiver of 
the indent being situated in the manufacturer’s country 
was given the discretion in matters like quality, price and 
the like, in order that the interest of the importer may be 
best served. The use of open indent is fast dying out. 
Manufacturers now a days advertise so widely their 
products, make so much use of brand names and trade 
marks that these products with their qualities and prices 
are well known to buyers abroad. In addition to this, 
wider employment of manufacturer’s representative abroad 
has not only increased the knowledge of the importer about 
the sources of supply and other particulars, but also 
established a contact between him and the manufacturer, so 
much so that the importer does not feel the necessity of 
leaving the discretion regarding quality and price in the 
hands of a third party. The importer is now able to take a 
more practical and intimate interest in his own buying 
operations. 
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PARTICULARS OF AN INDENT 

An indent usually contains particulars regarding the 
following matters :—(a) Price (b) Method of payment 
(c) Insurance and (d) Shipping instructions. 


PRICE QUOTATIONS 

Particulars regarding price refer not only to the price 
at which the bargain is struck between the parties but it 
also refers to the price quotations at which the bargain is 
settled. Various types of price quotations are in vogue in 
export trade and it is desirable at this stage to know the 
meaning and significance of the different types of price 
quotations. The following tabular form gives in a 
summarised manner the meaning of the various quotations 
at a glance. 


1. Manufacturer's price \ 

...Loco > 

, 

2. Packing [. 

Free on | 

cq ' 

3, Carriage to Station ) 

Wagon I 

- 

4. Dock charges 

J 


5. Loading charges 




6. Export duty (if any) 

7. Freight 

8. Insurance 

9. Landing charges in Foreign country 

10. Import Duty (if any) 

11. Dock charges 

12. Rent for Warehousing 

13. Fire Insurance 

14. Transport charges 

15. Local delivery charges 

16. Commission (if any) 


> 

) 


CQ 



“O 



(L 

o 



/ 

i ^ 

1 

1 


:s 

I 

0 

o 

o 


u 

Uh 


Loco :—Loco or Ex-ware house quotation means that 
price of the goods as they stand at the warehouse of the 
seller. The buyer (importer) is responsible for any loss that 
may occur to the goods in any subsequent movement. How¬ 
ever, the seller (exporter) may be asked to look to their 
subsequent movement which he may do (and usually does) 
not on his own account but on behalf of the buyer and all 
expenses incurred by him in that connection will be shown 
separately in the invoice, a specimen of which is given at 
the end of this section. 


F. A. S. (f. a- s.) This is an abbreviation of *^Free 
Alongside the Ship When this quotation is used, the 
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seller (exporter) is expected to defray all the expenses shown 
in the table above against items 2 to 4. Thus the price 
quoted is inclusive of these charges. The exporter is 
responsible for the goods till they are placed alongside 
the ship so that they can be handled by her to carry them 
to their destination. Other expenses,so far as they are 
incurred by the exporter on behalf of the importer for the 
shipment of the goods, will be shown separately in the 
invoice as explained later. 

F. O. B.:—F. O. B. is the abbreviation of * Free on 
Board ^ According to this quotation the exporter defrays 
all the expenses shown in the table against items Nos. 2 to 6 
and hence, the price quoted is inclusive of those charges. 
In case the exporter incurs other expenses incidental to the 
shipment of goods on behalf of the importer they are shown 
separately in the invoice. 

C. & F.:—This quotation stands for * cost and freight ^ 
and so the invoice price is inclusive of the charges shown 
in the table against the items Nos. 2 to 7. Other incidental 
expenses, if any, incurred by the seller is shown separately 
in the invoice as in the previous case. 

C. I. F. quotations stands for cost, insurance and 
freight. Accordingly, the invoice price under this quota¬ 
tion includes the expenses noted against the items Nos. 2 to 8 
in the table above. Other incidental expenses, if any, 
incurred by the exporter for shipping the goods are shown 
separately as in the previous case. 

Franco or Rendu means free delivery at the buyer^s 
warehouse and hence the price quotation is inclusive of all 
expenses noted against items 2 to 16 in the table above. 

Specimen of a ‘ Loco ^ invoice isssued hy Sen & Co., 
Commission agents Calcutta for the supply of 100,000 yards 
of hessian cloth 10 oz. per yard. 40" width in 50 bales 

C 

marked 1—50 at Rs 15 per 100 yards to Messrs. Cox 

K 1 

I 

& Kings, Liverpool. 
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Invoice of 50 bales of hessian shipped by the under¬ 
signed per S. S. Jalakanya for Liverpool by order and for 
account and risk of Messrs. Cox and Kings & Co. 

Indent No. 


LIVERPOOL 


c 

1—50 

K 


Particulars. 

50 bales of hessian at Rs. 15 per 
100 yds, 100,000 yds. ... Rs. 15,000 

Carriage to station Rs. 50 
Dock charges 50 

Shipper's Commission at 1% 150 
Port Comissioners charges 100 
Export duty 1000 

Freight 800 

Marine Insurance 350 

Commission at one and half 
percent 225 2,725 


I Rs. 17,725 

Rupees Seventeen Thousand and seven Himdred 
and Twenty Five Only. 

E. & O. E. 


for Sen & Co., 
Calcutta. 


In a F A. S. invoice expenses under items carriage to 
station and dock charges will be merged in the price and 
not shown separately. Other charges will, however, be 
shown separately. In case of a F. O. B. invoice all 
expenses under first five items will be merged in the price 
and the rest will be shown separately. In case of C. F. 
invoice freight charges will also be merged in the price 
whereas for C. I. F. invoice insurance charges will also be 
included in the price. For a C. I. F. C. invoice all the 
charges will be merged in the price instead of being shown 
separately and hence under particulars the rate shown will 
be Rs. 17*725 per 100 yards. 

SIGNIFICANCE OF THESE QUOTATIONS 

A question might be asked at this stage as to the benefit 
that is derived in having these different types of quotations. 
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When, after all, the importer has to pay all the charges 
incidental to the shipment of goods, then what is the 
special benefit that the importer or the other party derives 
From the financial point of view it is immaterial to the 
importer whether the expenses connected with the shipment 
of goods is shown separately in the invoice or merged in 
the price of goods imported. 

Each type* of quotation except the loco one, imposes on 
the seller some duty connected with the shipment of goods. 
The importer, being situated in another country, may find 
it more convenient to get some of the work done by the 
seller and hence he bargains for that quotation which suits 
him best. 

The different types of quotations used are also 
important from the point of view of both the parties in as 
much as each quotation indicates when the responsibility 
connected with the shipment of goods ends from the seller’s 
point of view and when tlie responsibility of the importer 
begins. Suppose goods are being sent under F. O. B. 
quotation, and while the goods are being put in the ship’s 
hold, some of them get damaged, then it is the seller who 
is responsible, as his responsibility under F. O. B. quota¬ 
tion ends only after putting all the goods on board the ship 
and not earlier. Of course, his getting compensation for 
this damage from the party due to 'whose default it has 
occured, is a different matter. In case of ‘loco’ quotation 
the responsibility of the seller ceases soon after the goods 
are placed outside his warehouse and if the goods get 
damaged in the process of shipment the loss is that of the 
importer and not the seller. 

Importers generally do not want to be burdened with 
the responsibility of the goods till the goods are placed into 
the ship’s hold and hence we find that the most common 
type of quotation used in export trade is the F. O. B. one. 
A good amount of trading is also done on C. I. F. basis but 
during the war due to abnormal conditions of the freight 
market, F. O. B. and F. A. S. were practically the only 
types of quotations used. This was specially so with regard 
to jute export trade of India. 

METHOD OF PAYMENT 

Particulars regarding method and terms of payment 
are other important things mentioned in the indent. This 
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is of special importance, as it indicates when and how the 
exporter is to be paid, how the relative shipping documents 
are to be sent to the importer to enable him to clear the 
goods on arrival in his country. This aspect of the transac¬ 
tion is a very knotty one. As has already been mentioned, 
the seller wants to be paid as soon as the goods leave his 
hand. As there is a long time interval that has to elapse 
between the time the goods are shipped and their arrival 
in the importer’s country, the seller in the exporting 
country cannot wait. Such waiting means locking up of 
his capital which he can not generally afford. In addition 
to this, there is the risk of non-acceptance of the goods by 
the importer, as well as of failure on his part to pay for 
the goods when they reach his country. 

OPENING OF CREDIT 

The exporter, to be sure of his payment, asks the fo¬ 
reign merchant (importer) at the time of acceptance of the 
order to open a credit in his (exporters,) favour with a bank 
of his choice in his country, which the importer does 
through his banker. By opening the credit the importer’s 
banker authorises the banker with whom the credit is 
opened, to buy the exporter’s bill drawn on the importer 
for the amount and for the period specified in the letter 
opening the credit. It is usual for a bank opening the 
credit to demand some security from the importer for the 
credit opened, the extent of which depends on the credit- 
worthiness of the party and the nature of the commodity 
imported. 


DOCUMENTARY BILLS 

The banker in the exporter’s country while negotiating 
or buying the exporter’s bills must act strictly according 
to the terms and conditions set forth in the instructions 
mentioned in the letter of credit. They generally relate to 
the tenure of the bill, rate of interest, matters relating to 
exchange rate and the period for which the credit remains 
open. One of the usual condition that find a place in all 
the letters of credit is that such bills should be accompa¬ 
nied with a full set of shipping documents which are 
usually the following three : (a) Bill of Lading (b) Invoice 
and (c) Insurance Policy. Occasionally ‘consular invoice’ 
and ‘certificate of origin’ are also added. When these 
shipping documents are sent along with the bill of exchange 
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which the exporter draws on the importer, the bill comes 
to be known as ‘ documentary bill * and the credit opened 
is known as ‘documentary credits Documentary bills 
are thus indicative of movement C'f goods. When these 
shipping documents are not insisted upon to accompany 
the bill, the credit is known as ‘clean credits 

D/A AND D/P BILLS 

The banker in the exporting country through whom the 
credit is opened sends the bill and the shipping documents 
to the importer's banker through whom the importer gets 
these documents for releasing the goods. The bill in 
question is marked either D/A or D/P. The former means 
that the shipping documents will be handed over to the 
importer after he accepts the bill. When the bill is marked 
D/P the shipping documents are handed over to the 
importer only after he pays for the bill and not before. 
D/A and D/P are abbreviations for ‘ documents against 
acceptance ^ and ‘ documents against payments ^ respectively. 
D/A bills are commonly used when the relationship 
between the banker and his customer is most cordial in as 
much as the banker has not the slightest doubt about the 
credit worthiness of his customer. 

BANK ACCEPTANCE METHOD 

By the arrangement described above the exporter is 
able to get his money for the goods shipped from the bank 
buying the bill from him. Sometimes the exporter is 
allowed to draw on the bank itself in return for the bill of 
exchange drawn by the exporter on the importer and the 
relative shipping documents being handed over to the 
banker which serves as a collateral security. This method 
is known as ‘ bank acceptance method \ The bill of oxchage 
drawn by the exporter on the bank is considered to be a 
first class commercial paper and so this enables the exporter 
to get it discounted easily and cheaply whenever he is in 
need of funds. The bank will allow itself to be drawn 
upon only when the party is its customer of long standing 
with unimpeachable ^iredit worthiness. 

LETTER OF HYPOTHECATION 

Many bankers require documents of title to goods 
shipped (Bill of lading) to be hypothecated to the bank. 
Some banks go to the extent of making the exporter sign a 
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letter of hypothecation. This is a letter addressed by the 
exporter to the banker authorising the latter to deal with 
the goods if the importer at the other end defaults either 
in accepting the bill or meeting the bill at the due date. 
The bank thus protects itself against any loss that might 
arise due to default on the part of the importer. Letter of 
hypothecation makes also provision for the contingency 
which might arise in case the sale proceeds of the goods 
relating to which a letter of hypothecation has been 
obtained are not sufficient to cover the bankas advance to 
the exporter. 

REVOCABLE AND IRREVOCABLE CREDIT 

The credits opened by the importer for the benefit of 
the exporter, as explained above, are classified * into two 
categories as (a) confirmed or irrevocable credit and (b) 
unconfirmed or revocable credit. When the credit of the 
first kind is opened the banker opening it stands by it. The 
exporter who is the beneficiary of the credit has the 
written undertaking of the bank that his bills will be 
honoured and in no case the credit will be cancelled 
without his knowledge. In case of unconfirmed or 
revocable credit the exporter has no such assurance. 

REVOLVING CREDIT 

Big merchants importing goods regularly from abroad 
find it very inconvenient to open a credit each time an 
indent is placed for goods. Hence they make arrangements 
with banks to open what is known as ‘ revolving credit L 
This permits the beneficiary of the credit, the exporter, to 
draw bills upto an amount specified in the letter opening the 
credit. When the full amount has been drawn and one 
of the bills has been paid, the credit again becomes 
available so as to allow bills to be drawn to an amount not 
exceeding the amount specified. It may also mean the 
drawing of a bill for a fixed amount, when one issued 
previous to that for the same amount has been paid. Thus, 
under the system of revolving credit, the credit auto¬ 
matically revolves back to the original amount and the 
importer is relieved of the botheration of opening a credit 
for each transaction. 

BANKERS* SERVICES SUMMARISED 

From what has been said above in connection with the 
opening of a credit, it is clear what an important part 
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banks play in the export and import trade of a country. 
Banks very effectively safeguard the interest of both the 
exporter and the importer. The intimation about the 
opening of the credit to the exporter by the bank gives him 
the guarantee that he will be paid for the goods immediately 
they are shipped while the importer too feels secured, as he 
knows that nothing will be paid on his account by the 
bank until the documents of title to the goods are actually 
in the hands of the bank. The banks thus bridge the gap 
between the time of shipment of the goods and the time of 
their arrival at the port of importation. In some cases the 
bank acts simply as an agent for collecting the amount of 
the bill drawn by the exporter on the importer. This 
happens when the parties to the transaction are new to 
the bank. 


CONSULAR INVOICE 

Mention has been made of this invoice in connection 
with documentary bills. It is an invoice containing all 
the particuJars (value of the goods, number of packages, 
place of origin, freight, insurance) of the shipmennt and 
also a sworn declaration by the exporter to the effect that 
the statements made therein by him or his agent are 
correct. To this invoice, as well as to the duplicate and 
triplicate of this invoice, the consul of the importing 
country stationed in the country from which the goods 
are exported, affixes his official seal. One copy is handed 
over to the exporter and the two others are sent by the 
consul to customs authorities at the port of entry at which 
the goods are to be landed. The exporter sends his copy 
to the importer along with other shipping documents. 
The presentation of the consular invoice by the importer 
to the customs authorities at the port of entry, facilitates 
the levy of duties by the customs official on the goods 
imported, without opening the contents of each case as the 
customs officials accept the consular invoice as a true 
statement of the contents and value of the goods imported 
in the concerned shipment. Thus the importer is relieved 
of much of the trouble. 

CERTIFICATE OF ORIGIN 

This is another document, obtained by an exporter 
and sent to the importer along with the other shipping 
documents, in which the former makes a declaration about 
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the origin of the goods shipped in order that the importer 
may obtain the benefit of a lower import duty on the goods 
imported, in case the importing country makes a discrimi¬ 
nation in the matter of levy of import duty between the 
goods of different countries. Each country authorises 
certain institutions, even non-officials, such as chambers of 
commerce, to issue such a certificate in the form approved. 

INSURANCE 

I'he indent will also indicate whether goods are to be 
insured or not. If they are to be insured, then it must 
further indicate whether they are to be insured with a 
company or with Lloyds underwriters. It must also state 
the kind of policy to be taken and also the amount for 
which it is to be taken. It is usual to take a policy for an 
amount in excess of the invoice value to cover the profit of 
the importer and this is indicated by adding 10 or 15 percent 
to the invoice value. 

LLOYDS AND COMPANY POLICY 

It is desirable at this stage to know the difference 
between a company policy and a Lloyds policy and also the 
implications of the different types of policies that are 
generally issued to cover marine risks. 

A shipper has the option of taking a marine insurance 
policy either from Lloyds or from a company doing marine 
insurance business. Insurance companies employ agents 
to secure business for them. The policy covering the risk, 
if accepted, is issued by the company whatever may be the 
amount of the risk. In case the company feels the risk 
involved is very great, it is usual for it to re-insure a por¬ 
tion or even the whole of it with another company or 
companies or with the Lloyds underwriters. A Lloyds 
policy is obtained only through the authorised brokers of 
Lloyds. Lloyds, though an incorporated society, does not 
undertake insurance business in its corporate capacity. It 
is the Lloyds underwriters who are the insurers. The 
policy is issued in the Lloyds form to which one or more of 
the underwriters affix their signature, indicating the 
amount of risk which each one has agreed to cover. Thus 
the total amount of the risk for which protection is sought 
for may be underwritten by one or more of the imder- 
writers. 

1393—28 



434 FUNDAMENTALS OF BUSINESS ORGANISATION 


The following is the procedure in a nutshell, in eff^t- 
ing a Lloyds policy. Usually, the broker after settling 
with the shipper the rate and other particulars, such as the 
risks that are to be covered, about the proposed insurance, 
goes to the underwriters with the memorandum containing 
these particulars, technically known as the ^ slip •. Under¬ 
writers, who are willing to accept the risk on the terms 
mentioned in the slip, will write down the amount they are 
prepared to insure and initial against the amount in the 

* slip \ In this way the broker will go from one under¬ 
writer to another until the whole risk is covered. Thus 
in the Lloyds policy the risk will be underwritten by one 
or more of the underwriters. When the full amount is 
underwritten, the broker prepares the policy on a Lloyd^s 
form in which the names of the underwriters and the 
respective amounts underwritten by each are inserted and 
their signatures obtained. The policy is then duly stamped 
and handed to the insurer against the premium paid by him. 
The premium income will be distributed proportionately 
among the underwriters on the basis of the risk underwrit¬ 
ten by each. It should be noted that the initialling of the 

* slip ^ by the underwriters binds them to the contract. 

COMMON TYPES OF MARINE POLICIES 

Different types of policies are issued by the insurers to 
suit the varying needs of the insured v Differences between 
the various types of policies issued are mainly based on the 
type of risk covered. In a * voyage policy ^ the subject 
matter of insurance is insured for a particular voyage. A 

* time policy ^ is one under which the subject matter is 
insured for a particular time (period). A ‘ valued policy* 
is one which specifically states the value of the subject 
matter as agreed upon between the insured and the insurer. 
This value may not necessarily be the actual value of the 
subject matter of insurance. It is usual for the insured to 
add to the actual invoice value of the goods, incidental 
charges connected with the shipment as well as anticipated 
profit. An * unvalued policy * or * open policy * is one in 
which the value of the subject matter is not specifically 
stated in the policy but left to be proved later in case a 
claim has to be made by the insured. These are very rare 
now. A floating policy * is one under which the subject 
matter of insurance is applicable to a series of shipments 
and hence no mention is made of the name of the vessel in 
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such a policy. As and when shipments are made declara¬ 
tion is made to the broker by the insured about the value 
and other particulars relating to the subject matter. A 
floating policy is usually taken for a fix^ amount, and 
when the various declarations cover the fixed amount, a 
fresh policy is taken. This type of policy is very conveni¬ 
ent for merchants who are almost always shipping goods to 
various places, inasmuch as they are relieved of the trouble 
of taking a fresh policy every time a shipment is made. 

SHIPPING INSTRUCTIONS 

The Indent clearly states the date by which the goods 
are to be shipped. The exporter must strictly adhere to that 
as even the slightest delay in receiving the goods by the 
importer may prejudicially affect his business. 

Shipping instructions also include the method of packing 
to be made before the goods are being despatched. If 
special kind of packing is needed mention must be made of 
this in the indent. Goods must be packed in such a way 
as to occupy minimum space without causing damage to 
the goods. It is instructive to note here how jute, when being 
exported, requires to be compressed into a particular shape 
and size and weight before being shipped. Similar is the 
case with regard to export of cotton. Again, many 
commodities such as wheat, grain are now handled in bulk 
for which arrangement must be made with the shipping 
company. 

Each package must bear a distinguishing mark and the 
mark to be put is to be indicated in the shipping instructions. 
The distinguishing marks put on the packages are also to be 
indicated in the invoice sent to the importer. 

CONTRACT OF AFFREIGHTMENT 

Shipping instructions also relate to the kind of contract 
of affreightment that is to be entered into by a shipper with 
the shipping company or the ship owner. Contract for the 
carriage of goods by sea is called ^contract of affreightments 
The goods may be sent under a charter party or in a general 
ship. 

CHARTER PARTY 

Shippers, who ship in huge lots, sometimes find it 
profitable to hire a whole ship in which case the contract 
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of affreightment is known as a charter party agreement. 
When the ship is hired for a particular voyage it is known 
as a ‘ voyage charter * and when it is for a definite period of 
time it is known as *time charter \ Charter party 
agreements are entered into between the shipper and the 
ship owner in writing, setting out the details of the rights 
and obligations of each party. 

♦ BILL OF LADING 

When the goods are sent in a general ship the contract 
of affreightment is evidenced in a document-like form known 
as ‘ bill of lading* (B/L), which serves the purpose of a 
receipt from the shipping company or the ship owner for 
the goods shipped. The B/L gives in detail the terms and 
conditions under which the shipping company has agreed 
to carry the goods of the shipper. It usually contains the 
following particulars :—(a) The name of the ship with its 
flag (b) place of loading and destination of the ship as well 
as of the goods (c) description of the goods shipped (d) weight 
on which freight has to be paid (e) the date (f) place of 
delivery and (g) the person to whom the goods are to be 
delivered i.e., the consignee. Sometimes no mention is made 
of the consignee in the B/L; it is then made * unto order * 
signifying that the goods will be handed over to the party in 
whose favour the same is endorsed. In such a case the 
shipper, before parting with the B/L, must see that the 
same is endorsed in favour of some one for releasing the 
goods at the port of importation. 

This brings out one of the most important characteris¬ 
tics of the B/L. It serves as a document of title to the goods 
which is freely transferable by mere endorsement and 
delivery. This characterstic of the B/L has made some 
people call it a quasi-negotiable instrument. But it differs 
from other negotiable instruments such as cheques and 
bills of exchange on the point of negotiability inasmuch 
as the holder of a B/L cannot give a better title to the 
transferee than he himself has, whereas in case of a B/E a 
holder in due course, who receives the same for value and 
in good faith, receives it free from all defences as to defect 
in title as could have been successfully pleaded against a 
previous holder, except forgery. Being freely transferable 
by mere endorsement and delivery, a B/L facilitates the 

♦Speciman of B/L is given at the end of the chapter. 
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raising of funds, when offered as a security for the 
advance. 


.CUSTOMS AND EXCISE DUTIES 

Some of the formalities involved in export and import 
trade relate to the levy of duties on goods which are the 
subject matter of export and import. Duties may be 
classified as customs and excise duties. When a duty is 
levied on goods which are produced in the country, and are 
at the same time consumed within the country, the duty is 
known as * excise duty \ Duty imposed on goods when 
they cross the frontiers of the country are known as 
* customs duties \ Such duties may be levied both on 
goods exported as well as on the goods imported ; in the 
former case they are known as ^ export duty * and the latter 
kind of duties are known as * import duties 

PROTECTIVE AND REVENUE DUTIES 

Income from levy of duty is one of the most important 
sources of revenue for any state and if the state has a large 
foreign trade, the income from customs duties will naturally 
be considerable. Most of the duties levied are for yielding 
revenue to the state and when this is the aim they are 
known as ‘ revenue duties \ However, in order to protect 
infant home industries against foreign competition, the 
state often levies duty on imported foreign goods which 
compete with the products of the infant home industry. 
Duties imposed are of an amount that will put the foreign 
competitor on a par with the home producers as regards price 
of the commodity in the markets of the country levying the 
the duty. Such duties are known as ‘ protective duties.* 
These duties, once levied, are revised from time to time to 
suit the needs of the protected industry^. 

SPECIFIC AND ADVALOREM DUTIES 

Duties are also classified on the basis on which they 
are levied. When duties levied are according to the value 
of the goods on which the duty is imposed it is known as 
‘ advalorem duty * and when it is based on quantity it is 
known a * specific duty *. 

2. Protection is also given by giving bounty and subsidy to the 
industry and by adopting various other direct and indirect 
methods. 
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DRAW BACK 

When goods on which excise duty has already been 
paid are exported then a refund of duty may be claimed. 
This refund is known as excise drawback. Similarly a 
claim may be made for the refund of import duty in case 
the imported goods are subsequently re-exported. This is 
known as customs drawback. The document on which the 
claim is made is known as * debenture ^ • 

PACKING AND MARKING 

Whoever may be the exporter, whether he is the 
commission agent or the forwarding agent or the manu¬ 
facturer himself, the goods, which are the subject matter 
of export, must be assembled before being packed. In case 
the exporting is done by the commission agent or the for¬ 
warding agent, the goods are to be assembled from dilBferent 
manufactures. In case the manufacturer is the exporter no 
such thing is necessary. The warehouse man of the manu¬ 
facturer is asked to make a note and keep a record of the 
contents of each package when they are being packed. 
After packing is over each package is marked and numbered 
and the name and address of the consignee is clearly written 
on the packages. 


SKIPPING NOTE 

In the meantime the warehouse man sends a copy of 
his note to the invoice department for the preparation of the 
invoice. A shipping note in duplicate, indicating the 
number of packages, the name of the ship which is to 
carry the goods and their destination, is addressed to 
the superintendent of the docks concerned for placing the 
goods on board the ship. The receiving clerk at the dock, 
on receiving the goods, signs the duplicate shipping note 
which serves as a receipt for the goods received and hands 
the same back to the man presenting the goods for their 
despatch by the ship mentioned in the shipping note. 

PREPARATION OF THE B/L AND FREIGHT NOTE 

In the meantime a set of four forms of bill of lading is 
purchased and having been filled in by the clerk of the 
shipping department, is handed over to the shipping 
company who compares them with the notes received 
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from their ofiEice at the docks in connection with the goods 
mentioned in the B/L. If everything is found to be in 
order, they are signed by a responsible clerk of the shipping 
company on behalf of the captain of the ship carrying the 
goods. The three stamped copies of the B/L are sent to the 
shipping company's office for the preparation of the freight 
note (bill for the freight) which, together with these bills 
of lading, is forwarded to the shipper. The fourth un¬ 
stamped one is retained by the captain^s office. 

MATE’S RECEIPT ♦ 

It becomes necessary sometimes to make use of the 
lighterman to place the goods on board the ship direct from 
a country boat or barges instead of direct from the docks. 
This happens when the ship is not in a position to berth 
along side the dock due to shallowness (or for some other 
reasons) of the port. In case of jute export the need for 
direct loading into the vessel may arise due to the location 
of the mill and the form of transport used. In such a case 
a receipt is obtained by the lighterman from the ship’s first 
executive officer or the mate of the ship in charge of stowage, 
for the goods loaded by him. This receipt is known as the 
* mate’s receipt ’ which must be subsequently exchanged for 
a bill of lading at the office of the shipping company. 

Mate’s receipt or a B/L may be a * clean ’ or a * foul ’ 
one. The first indicates that the packages received for 
carriage are in proper condition and a foul receipt indicates 
that the packages are not in perfect order. 

DOCK CHARGES 

It is usual for big export firms to open a deposit account 
with the dock companies by depositing a specified amount 
with them. A pass book similar to a bank pass book is 
given to the party opening the account, dock charges for 
each shipment being debited to the account. The invoice 
giving the details of the charges is sent to the party at the 
time of loading the goods. The shipper makes fresh deposit 
when the acccount shows a very low credit balance. As 
the charges for each shipment are not very considerable 
this arrangement relieves the shipper of the botheration 
that he has otherwise to suffer each time in shipping the 

* Spocimen of a Mate’s Receipt is given at the end of the Chapter. 
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goods. Dock charges generally relate to wharfage and 
porterage, landing, examining, rent and expenses incurred 
in opening for customs inspection. 

In the meantime the exporter must pay the necessary 
duties, and in that connection he has to fill in the necessary 
forms as demanded by the customs authorities. The usual 
forms^ are Shipping bill for free goods and Shipping bill 
for dutiable goods. In some cases application to export 
goods in the prescribed form has to be submitted to the 
authorities of the port concerned. 

Only when the customs formalities are satisfied and 
duties paid, the exporter or his agent goes to the dock 
with the respective shipping bill, the shipping order and 
the customs export pass to get the packages placed on board 
the ship. This work of loading and unloading is done 
through licensed persons. 

DESPATCH OF THE SHIPPING DOCUMENTS 

With the completion of these formalities and having 
received the concerned B/L, the exporter's next duty is to 
send the necessary shipping documents to the importer as 
per terms agreed upon with him. These will be sent by 
the first mail available (preferably air mail) immediately 
following the shipment of goods. The documents for which 
duplicate copies are available, are again sent in the next 
mail so that in the event of the original being lost in the 
way, the importer may fall back upon the duplicates and 
triplicates which are sent sometime after the duplicates are 
sent. 

It should be noted that the bill of exchange drawn by 
the exporter on the importer is also drawn in triplicates 
and each sent in different mails for the same reason and in 
the event of any one of them being accepted or met, others 
are automatically cancelled. 

RECEIPT OF THE SHIPPING DOCUMENTS BY THE 
IMPORTER 

It has already been noted that the shipping documents 
together with B/E (bill of exchange) are sent to the 
importer's banker by the exporter through a banker in the 
exporter's country, through whom the credit is opened. The 

3. Specimen of these forms along with some others are given 
at the end of the chapter. 
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importer's banker on recipt of these, informs the importer 
to take the necessary documents from him to release the 
goods soon after their arrival at the import port. This 
the importer does, either by accepting the bill or meeting 
the bill according as whether the bill is a D/A or D/P one. 
The importer gets in touch with the local shipping agents 
to ascertain the date of arrival of the ship carrying the 
goods. 


UNLOADING THE CARGO 

On arrival of the ship and the submission of the ship^s 
report, the goods to be landed at the port are unloaded by 
the dock company's servants or by stevedores and kept in 
the company's warehouse for a period free of charge. 
While putting them in the warehouse, account in the 
proper form is kept of the packages so deposited. In case some 
of the goods are found to be damaged, a surveying ofl&cer 
examines them and issues a certificate of survey in which 
he gives the details of the damages as well as the cause of 
the same. This report is useful in claiming damages from 
the insurer in case the goods are insured. 

RELEASE OF THE GOODS 

The importer has to take delivery of the goods within 
the period for which they are kept free of charge in the 
dock company's warehouse. To release the goods, the 
importer has to fill in some forms which can be purchased 
from the stamp vendor at the Customs House and pay the 
necessary duties. If the goods are those for which no 
import duty is levied he fills in the form * Bill of Entry for 
Free Goods L In case of dutiable goods, if the duty is paid 
immediately on the arrival of the goods, the importer is to 
fill in the form ‘ Bill of Entry for Consumption L If the 
duty is not paid immediately, the goods are sent from the 
dock company's warehouse to the custom^s warehouse or the 
bonded warehouse as desired by the importer. The importer 
has to pay rent for the days for which the goods lie there. 
In order to send the goods to the bonded warehouse the 
importer has to fill in the form * Bill of Entry for Bond \ 
Later on, when the importer wants to release the goods 
after paying the necessary duties and rent, he has to fill 
in another form known as * Bill of Entry from Bond \ 
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For convenience's sake these forms^ are printed in different 
colours. 

These forms serve two important purposes. One is the 
revenue purpose. Detailed description about the quality, 
quantity, value, and place of origin of the goods is to be 
given in these bills in order that the customs authorities 
might have no difficulty in levying the necessary duties on 
the gpods imported. The other is the statistical purpose. It 
is.tlw source from which the data relating to foreign trade 
are available. These data are very useful in the field of 
economic studies and researches. 

BONDED WAREHOUSE 

These are warehouses owned by private individuals or 
jointstock companies. They are for the use of the importers 
who wish to keep their imported goods on which they do 
not pay the duties immediately they are landed. Rent is to 
be paid by the importer for the period for which the goods 
are kept there. Goods are said to be ‘ in bond ’ so long 
they are kept there. When the importer wants to release 
the goods from bond, he has to pay the duties and fill in a 
warrant and the form known as ‘ Bill of Entry from Bond 
Then the warehouse keeper will be instructed by the 
concerned officer of the customs department to release the 
goods. The goods in bond may be released in part. Owner¬ 
ship of the goods may also be transferred even when they 
are in bond. 

The postponement of the payment of duties and the 
transferability of the ownership in the goods in bond is very 
much advantageous from the importer's point of view as it 
relieves him from much of the financial strain. He pays the 
duties on such portions of the goods as and when they are 
required for home consumption. He may also avoid paying 
the import duties if the goods are subsequently re-exported. 

The owners of the bonded warehouse give bond in 
large sums to the government as a guarantee for their 
proper management and this is why these warehouses have 
come to be known as bonded wherehouses. 

BILL OF SIGHT 

The importer fills up the forms mentioned above 
mainly from the invoice he receives. Sometimes he is not 
in a position to furnish the necessary details wanted of him 

4, Specimen of these forms are given at the end of the chapter. 
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in filling these bills of entry. In such a case he has to make 
an entry for the goods by ‘ bill of sight’. In submitting the 
* bill of sight .’ the importer or his agent has to declare that 
he has not received sufficient invoice, B/L or other advice 
to enable him to give more particulars than those mentioned 
in the bill of sight about the quality, quantity or value of 
the goods. The bill of sight enables the importer to 
complete the bill of entry from an examination of the 
goods. Such examination is done in the presence of citstoms 
officials and with their previous permission. 



Appendix to Chapter XXI 

APPLICATION TO EXPORT l. s. 3. 
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Details as shown above are entered only in the 
Duplicate. 
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Receipt No 


{Mates Receipt) 

. LINE 


Calcutta .19... 

C. H. Pass No.of.. 

S/S (Name of the ship).for. 

Received on hoard the following goods in good 

order and condition from Messrs . 

. Per Boat No . 


MARKS 


No. of 
Packages 


Description of Gk>ods 


Total Number 

(In Words).. 

Arrived alongside . 


When discharged 


Chief Officer. 
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EASTERN TRADE BILL OF LADING 
Inwards via Suez Canal, 1926 

PARTICULARS OF MARKS AND NUMBERS, NUMBER OF 
PACKAGES AND DESCRIPTION OF MERCHANDISE 


!• No Bills of Lading to be signed for any blockaded port and if 
the port of discharge be declared blockaded after Bills of Lading have 
been signed^ or if the port which the ship has been ordered to 
discharge either on signing Bills of Lading or thereafter be one to 
which the ship is or shall be prohibited from going by the Govern¬ 
ment of the Nation under whose flags the ship sails or by any other 
Government the owner shall discharge the cargo at any other port 
covered by this charter party as ordered by the charterers (provided 
such other port is not blockaded or prohibited port as above 
mentioned) and shall be entitled to freight as if the ship had 
discharged at the port or ports of discharge to which she waA 
originally ordered. 

2, The ship shall have liberty to comply with any orders or 
directions as to departure} arrival, routes, port of call, stoppages, 
destination, delivery or otherwise howsoever given by the 
Government of the nation under whose flag the vessel sails or any 
department thereof, or any person acting or purporting to act with 
the authority of such Government or of any department thereof, or 
by any committee or person having, under the terms of the War 
Risks* Insurance on the ship, the right to give such orders or 
directions and if by reason of and in compliancewith any such orders 
or any directions any thing is done or is not done, the same shall be 
deemed a deviation, and delivery- in accordance with such orders or 
directions shall be a fulfilment of the contract voyage and the freight 
shall be payable accordingly. 

Particulars for the Calculation of freight only 

Freight payable ^... 


on Measurement Tons...Ft.Ins. 

on Weight Tons.....Cwt.qrs.lbs. 

on Scale Tons. 

♦cubic feet 
♦cwts. 

at.per ton of......♦cwts—Net weight delivered. 

= £ .s.d.at Exch.s.d. = Rs.As.P. 

♦ Strike out whichever inapplicable. 

If the shipowner's vessel comes into collision with another 
vessel as a result of the negligence of the other vessel and any act. 
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neglect or default of the master, mariner, pilot or the servant of the 
shipowner in the navigation or in the management of the 
shipowner's vessel, the owners of the cargo carried hereunder will 
indemnify the shipowner against all liability to the other or non¬ 
carrying vessel or her owners in so far as such liability represents 
loss of or damage to, or any claim whatsoever of the owners of said 
cargo paid or payable by the other or non-carrying vessel or her 
owners to the owners of the said cargo and set off, recouped or 
recovered by the other or non-carrying vessel or her owners as part 
of their claim against the carrying vessel. 


Shipped in apparent good order and condition by. 

at the Port of.on board the. 

the merchandise marked numbered, and described in the margin of 
this Bill of Lading (weight, measure, contents, quality and value 
unknown) to be conveyed and delivered in the like good order and 

condition to. 

or assigns at.(or as near thereto as she may safely get) 

With liberty to call and/or load at any port or ports in any rotation 
between Karachi and Marmagoa both inclusive, also to proceed to 
and/or discharge at any port or ports in the Mediterranean, including 
Adriatic and/or the United Kingdom and/or Ireland and/or the 
Continent of Europe not north of Hamburg, in any rotation whether 
in or out of or beyond the direct route. This liberty shall not be 
unreasonably exercised. 

Freight payable at... 

AND IT IS MUTUALLY AGREED AS FOLLOWS 

1. RULES OF CARRIAGE 

This Bill of Lading is subject in all respects to the Indian 
Carriage of Goods by Sea Act, 1925 all the Rules contained in which 
are incorporated herein and form part hereof and is also subject to 
the following terms and conditions ;— 

2. PAYMENT OF FREIGHT 

(а) Freight, if prepaid, is deemed to have been earned on shipment 
and shall be paid in full in exchange for Bill of Lading. 

(б) If freight, be not prepaid, the same shall be paid at time of 
delivery, but should freight be paid before actual delivery the same 
to be refunded should delivery not be made. 

3. LIEN:- 

The Carrier shall have a lien upon the goods for freight, dead 
freight, demurrage, detention, charges, expenses, fines and losses 
legally due under this Bill of Lading by the owners of the goods. 

4. VOYAGE:— 

The Carrier shall also have the following liberties, any warranty or 
rule of law to the contrary notwithstanding to sail with or with¬ 
out pilots and/or tugs, to adjust compasses, and to tow or to be 
towra. 
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5. QUARANTINE, BLOCKADE 

In case of quarantine, or if entry into port or place of discharge or 
transhipment or staying thereat would render the ship liable to 
quarantine there or at any other port or place, or if the ship 
is prevented from entering the port or place owing to blockade, 
interdict, or war, the Carrier shall be at liberty to discharge the 
goods at the port at which the ship may be or at the nearest 
convenient port, to store, afloat or ashore, and forward same to their 
destination by land or water at the sole risk of the consignees, and 
or owners of the goods who shall pay 50 per cent of all extra freight, 
charges and expenses incurred by the Carrier. 

6. METHODS OF DELIVERY 

Delivery shall be taken from the ship during ordinary weather 
working hours according to the custom of the port at any safe place 
which may be appointed on arrival and where the Vessel can lie 
always afloat, but not less than 24 hours to be allowed from time of 
reporting at the Customs House before unloading shall commence 
and should the goods then not be taken delivery of by the Consignees 
or Assigns, they may be landed and warehoused or discharged into 
seaworthy craft at the port of destination by the Shipowner at the 
risk and expense of the owners of the goods. 

7. GENERAL AVERAGE 

General Average in London shall be payable according to York/Ant¬ 
werp Rules 1924. 

8. CARE OF CARGO 

No bags to be cut, and if hooks be used in receiving, stowing or 
delivering cargo in bags. Shipowners to be responsible for all loss 
and damage resulting therefrom. 

9. EVIDENCE OF SHIPMENT 

The number of Packages signed for in this Bill of Lading to be 
binding on steamer and Owners unless errors or fraud be proved and 
any excess of Shippers* marks on board to be delivered. Any 
shortage to be paid for at the spot markets value on the day of arrival 
of the Vessel. 

In accepting this Bill of Lading the Shipper, Consignee, Owner of the 
goods, and the holder of the Bill of Lading expressly agree to all 
its terms, conditions and exceptions, whether, written, printed, 
stamped or incorporated. 

In witness whereof ...bills of lading all of this tenor 

and date one of which being accomplished the others to stand 
void have been signed by the Master or Agents of the ship. 

Dated.this.day of.19 


As Agents for Master 
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CHAMBER OF SHIPPING 1937 WAR RISKS CLAUSES 

The vessel shall have liberty to comply with any directions or 
recommendations as to departure^ arrival routes> ports of call» 
stoppages) destination) zoneS) waters) delivery or in any otherwise 
whatsoever (including any direction or recommendation not to go 
to the port of destination or to delay proceeding thereto or to 
proceed to some other port) given by the Government of the nation 
under whose flag the vessel sails or any other Government or local 
authority including any de facto Government or local authority or 
by any belligerent or by any State or organised body engage in 
civil war) hostilities or warlike operations or by any person or body 
acting or purporting to act as or with the authority of any such 
Government) authority) State or organised body or by any 
committee or person having under the terms of the war risks 
insurance on the vessel the right to give any such directions 
or recommendations. If by reason of or in compliance with any 
such direction or recommendation) anything is done or is not done 
such shall not be deemed a deviation. 

If any port of discharge named in the Charter-party or in the 
Bills of Lading or to which the vessel may properly be ordered 
pursuant to the terms of the Bills of Lading be blockaded) or if 
owing to any of the matters mentioned in lineS) 2) 3 and 4 of Clause 
2) entry to any such port of discharge of cargo intended for any such 
port be considered by the Master or Owners in his or their discretion 
to be dangerous or prohibited or it be considered by the Master or 
Owners in his or their discretion dangerous or impossiple for the 
vessel to proceed to or to reach such discharging port or to pass 
through waters which the vessel would ordinarily traverse on the 
way to such port) the cargo or such part of it as may be affected 
shall be discharged at any other safe port in the vicinity of the 
said port of discharge as may be ordered by the Charterers (provided 
such other port is not blockaded or that entry thereto or discharge 
of cargo thereat is not, in the Masteror Owners* discretion) 
dangerous or prohibited). If no such orders be received from the 
Charterers within 48 hours after they or their agents have received 
from the Owners a request for the nomination of a substitute 
discharging port, the Owners shall then be at liberty to discharge 
the cargo at any safe port which they or the Master may in their or 
his discretion decide on. 

If the vessel arrives at a discharging port and the Master 
or Owners consider in his or their discretion at any time that owing 
to blockade or any of the matters mentioned in lines 2, 3 and 4 of 
Clause 2, it is dangerous for the vessel to remain longer in the port 
or to discharge or complete discharge then, subject to Charterers 
right to nominate another safe port as provided for in Clause 5) the 
vessel shall be at liberty to leave the port with the cargo on board 
and to carry such cargo to any safe port which the Owners or 
Master may in their or his discretion decide on, and there discharge 
the same. 

If by reason of or in compliance with any direction or 
recommendation under Clause I the vessel does not proceed to the 
port or ports originally designated or to which she may have been 
ordered pursuant to the terms of the Bills of Lading, the vessel may 
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proceed to any safe port which the Master or Owners in his or their 
discretion may decide on and there discharge the cargo. In thi event 
of cargo being so discharged or being discharged at any port under 
the provisions of the clauses 5 or 6 hereof, such discharge shall be 
deemed to be due fulfilment of the contract or contracts of affreight¬ 
ment, and the Owners shall be entitled to freight as if discharge had 
been duly effected at the port or ports originally designated or 
to which the vessel may have been ordered pursuant to the terms of 
the Bills of Lading. All extra expenses involved in reaching, and 
discharging the cargo at, any such other port shall be paid by the 
Charterers and or Cargo Owners, and the owners shall have a lien 
on the cargo for freight and all such expenses. 

In these Clauses <‘blockade’’ shall be deemed to include any 
action which is announced as a blockade by a belligerent or by some 
State or organised body engaged in civil war, hostilities or warlike 
operations. 


{Specimen of a Bill of Lading) 

B. L. No. 

.COMPANY, LIMITED 

Shipped, In apparent good order and condition by.on Board 

the Ship.lying in the Port of.to be delivered at. 

...but with liberty either before or after proceeding towards that 
Port to proceed to and stay at any ports, or places whatsoever 
(although in a contrary direction to, out of, or beyond the ordinary 
or usual route to the said Port of Discharge) once or oftener, in any 
order, backwards, or forwards for loading or discharging cargo or 
passengers, or for any purpose whatsoever, and all such parts, 
places, and sailing shall be deemed included within the intended 
voyage : also with liberty to tow and assist Vessels in all situations 
and to deviate for the purpose of saving life or property; also 

to sail with or without pilots :.being marked and numbered 

as per margin. The said goods, to be carried and delivered, subject 
to the terms and conditions of this Bill of Lading in the like good 

order and condition at the port of.unto.or his or their 

assies. 

The Company shall not be liable for loss, damage or delay 
directly or indirectly resulting from any of the following causes or 
perils however occasioned : Viz. Act of God : King’s enemies : 
piracy : robbery, theft or pilferage with or without violence on 
board or elsewhere, and whether by persons in the service of the 
Company or not; arrest and restraints of princes, rulers or people; 
riots and civil commotions; strikes, lockouts or other labour 
disturbances; barratry; jettison; collision; fire, Petroleum vapour 
breakage or leakage vermin; sweat : rust : temperature of holds; 
climate; rain; injurious effect of other goods, whether by contact or 
otherwise however caused : perils, dangers and accidents of the sea, 
rivers or navigation, unseaworthiness, unfitness or defect of any kind 
in hull, machinery, tackle equipment. Engines, or appurtenances at 
the commencement or any stage of the voyage provided reasonable 
means have been taken by the Company at the port of shipment 
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to prevent same ; any Act, neglect or default whatsoever of pilot, 
master, officers, mariners, engineers, stevedores or other servants or 
agents whatsoever of the Company on board or elsewhere, in the 
management, navigation or otherwise of the vessels belonging to the 
Company, or in the loading, stowing, carriage, unloading or 
delivery of the cargo. 

The Company is to be at liberty to carry the goods to their Port 
of Destination by the above, or any other steamer or steamers, ship 
or ships. Motor vessel or vessels either belonging to the Company or 
to other persons, and to tranship or land and store the goods either 
on shore or afloat and to re-ship and forward same at the Company's 
expense but at shipper’s or consignee’s risk : at the like risk to 
deviate as above mentioned. 

In all cases and under all circumstances the Company’s liability 
shall absolutely cease when the goods are free of the vessel’s tackle 
and thereupon the goods shall be at the risk for all purposes and in 
every respect of Shippers or Consignee. 

Freight at the rate of.payable in..by the Shipper 

as per margin, vessel lost or not lost. 


PARTICULARS OF THE PACKAGES SAID TO BE 


Marks & 
Numbers 

Packages 

Contents 

Weight or 
Measure¬ 
ment 

Rate 

Freight 

Rs. as. Ps. 

1 

i 

1 



1 

I 

1 

1 

1 i 

1 

1 

1 

1 


Total Rs. 


Counter Marks and Numbers Unknown* 

Dated at.the.day of.19 

FREIGHT. 

Remarks* For .CO., LTD. 

In Witness whereof the Commander or Agents of the said vessel 

have affirmed to.Bills of Lading, all of this tenor and date 

one of which Bills of Lading being accomplished, the others to 
stand void. 

General average to be adjusted according to York-An twerp 
Rules, 1924. 

Dated at.this.day of.. 

The Bill of Lading is issued subject to the following further 
cond itions :—♦____ 

♦ Conditions are generally mentioned on the reverse of the B/L. 



















CHAPTER XXII 

ORGANISED MARKETS 

(A)STOCK EXCHANGE 

In the marketing of certain types of commodities, 
specialised types of institutions have come up with 
functionaries and techinique different from those discussed 
already in connexion with the marketing of manufactured 
goods. These institutions have come to be known as 
organised markets which can be broadly classified as 
organised produce markets and organised stock markets, 
commonly known as ‘ Produce Exchanges ^ and * Stock 
Exchanges * respectively. These markets are specially 
constituted, the dealings in which are governed by the 
rules and regulations as well as the conventions of those 
markets. 

COMMODIITES SUITABLE ?OR DEALINGS IN ORGANISED 

MARKETS 

Not all commodities are suitable for dealings in an 
organised market. In order to be a subject matter of 
dealing in an organised market a commodity must satisfy 
the conditions enumerated below. 

(i) The commodity must be durable in order that it 
may be carried over from one period to another without 
much deterioration in its quality. This carry-over allows 
the withholding of its sale in a depressed market. 

(ii) The commodity must be one which can be graded, 
weighed, measured or numbered in a manner with 
sufficient accuracy acceptable to all concerned. 

(iii) It must be such that the quality of the commodity 
can be determined by tests that yield almost identical 
results when applied by trustworthy officials at different 
times and different places. The presence of the qualities 
enumerated under (ii) and (iii) are very important, in as 
much as they make it possible for the commodities to be 
dealt in by samples or by reference to conventional grades 
and thus facilitate marketing. 

(iv) Dealings in the commodity must be frequent enough 
to justify operation of a large body of buyers and sellers 
in the market. 
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(v) Finally the commodity must be one which presents 
ample opportunity to the professional speculators to operate 
in the market. This is possible when the commodity is 
marked with fluctuations in price as a result of its supply 
not being easily adjustable to demand. 

From the above it is clear that wholly or partly 
manufactured goods do not satisfy these conditions to any 
appreciable extent to make them subject matter of dealing 
in an organised market. Among the various commodites, 
stocks and shares (securities) satisfy all these conditions to 
the extent required for large scale dealing in an organised 
market; and we see stock exchanges in all the industrially 
advanced countries of the world. Some agricultural 
commodites also satisfy the conditions mentioned above 
to an appreciable extent, the result being the establish¬ 
ment of a number of produce exchanges for important 
commodities like jute, wheat, cotton etc., in the chief 
marketing centres of the world for these products. 

SERVICES RENDERED BY A STOCK MARKET 

A stock exchange is a market for stocks, shares and 
other securities including government securities. Before 
the advent of the jointstock form of business organisation 
the only wares of the stock market used to be government 
securities. But in the early days, the number of such 
markets and the volume of business done there were 
limited compared to the trends of the present day. With 
the development of corporate form of business units and 
the increase in national debt in the various countries of 
the world, stock exchanges have assumed great importance 
both from the investors^ point of view and from the point of 
view of those turning to that market to raise funds, be it 
a private body or a government. 

Mention has already been made of the part played by 
stock exchanges in mobilising capital and in providing a 
perfect continuous market for securities with the maximum 
amount of liquidity benefiting the investors as well as those 
who are in need of raising a loan. ^ A stock market per¬ 
forms a very useful service in directing the savings of the 
community to profitable channels of investment. Investors 

1. Mentioned in Chapter on * Industrial and Corporation 
Finance 
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take the clue from a study of the price movements of the 
securities in the market. This is possible so long as the 
security market remains a perfect and continuous one and 
where prices are determine by the collective opinion of 
numerous competent independent experts. 

In a stock market where the forces of supply and demand 
have their free play, prices of securities are generally 
evaluated at their true worth. The prices quoted not only 
reveal the true value of securities but such prices give an 
indication of the prospects of various industrial units. 
Factors such as general, economic and financial situations, 
international political and economic conditions, also have 
their effect on the prices of the securities. How the prices 
of securities react immediately after the presentation of the 
budget of the Central Government is well known. It has 
rightly been stated that stock exchanges are not merely 
the chief theatres of business transaction, they are also 
barometers which indicate the general conditions of the 
atmosphere of business.’^ ^ 

STOCK EXCHANGES IN INDIA 

Each one of the stock exchanges operating in India (or 
elsewhere) is functioning under its own constitution and 
by-laws. In France (prior to World War II) stock exchanges 
functioned almost as a department of the state while in 
Germany they were subject to detailed government regula¬ 
tion. London Stock Exchange was constituted under a 
deed of settlement in 1802 and amended in 1875. 

Stock exchanges operating in India may be classified as 
(1) private asssociations and (2) jointstock companies. 
Among the stock exchanges coming under the category of 
private association, the Native Share and Stock Brokers^ 
Association of Bombay, commonly known as the Bombay 
Stock exchange and the Ahmedabad Share and Stock 
Brokers Association, Ahmedabad, are registered stock 
exchange associations recognised by the government in 
the sense that both of them work under fxilly codified 
rules recognised by the Government of Bombay. The 
Native Share and Stock Brokers^ Association of Bombay 
is the oldest stock exchange in India. It is governed by a 
deed of association and the rules approved and sanctioned 

2. Marshall: Trade, Industry and Commerce p. 89. 
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by the Government of Bombay under sec. 4 of the Bombay 
Securities Contract Control Act of 1925, The orgin of 
this institution dates back to 1887 when it was established 
by an indenture dated 3rd December of the same year. 
Stock exchanges appearing at a later date such as those of 
Calcutta, Madras, Lahore etc., are constituted as public 
limited companies, the liability of the members of some of 
them being limited by guarantee. It may however be 
said that there is a general similarity in the rules and by¬ 
laws of the various exchanges operating in India, as almost 
all of them looked to the rules and regulations of the 
Bombay Stock Exchange as their model. 

In addition to the exchanges which operate under strict 
rules and regulations there have come up a number of 
street markets (known in America as curb) in some cities 
of India. Katni Market of Calcutta and Grey market in 
Bombay deserve to be mentioned here. They work with 
partly written and partly unwritten rules. Again, some 
others work entirely under conventions and usages. Curb 
markets in the U.S.A. are well organised and work under 
fixed rules and regulations. In New York, the stock 
exchange and the curb exchange work on a complementary 
basis. But in India, the street markets have been a serious 
obstacle to the orderly marketing of securities in the 
organised stock markets. 

In some cities of India more than one exchange is 
found to be operating. This cannot be considered a 
healthy sign. In his report on the Regulation of Stock 
Market in India Dr. Thomas, Economic Adviser to the 
Ministry of Finance, Government of India, recommends that 
in future no competing stock exchanges should be permitted 
in one and the same place. Measures should be taken for 
the amalgamation of exchanges operating in those places 
where more than one exchange are simultaneously 
functioning. The Bombay Stock Exchange is also of the 
same opinion in this matter. It is suggested that there 
should be* only one recognised exchange in each centre, 

Each stock exchange in India is specialising in the 
dealing of certain kinds of shares : this shows their regional 
character. In Bombay market, shares of cotton mills, 

2 a. Views of the Stock Exchange, Bombay on the Report of 
Dr. P. J. Thomas on the Regulation of Stock Market in India. P. 32. 

1393—30 
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banks and insurance companies predominate; in Calcutta^ 
jute, tea, coal, bank and engineering shares ; in Madras, 
textiles and planting; in Kanpur, textiles and sugar; in 
Ahmedabad, textile shares are the important wares of the 
market. Shares of some important iron and steel and 
banking companies are, however, quoted in almost all 
the markets. 

MANAGEMENT OF STOCK EXCHANGES 

Each stock exchange is managed by* a Committee of 
management whose constitution and powers are governed 
by its own bye-laws. This managing Committee is given 
different names in different exchanges. In the Bombay 
Stock Exchange it is called * Governing Board ^ in the 
Calcutta Stock Exchange ^ Committee ^ and in other places 
* Council of Management The day to day management 
in each case is vested in a number of sub-committees such 
as Listing Committee, Defaulters Committee, Arbitration 
Committee and so on. Each exchange also has its own 
rules relating to the conduct of business. In the case of 
two recognised exchanges, namely, the Bombay Stock 
Exchange and the Ahmedabad Stock Exchange the rules and 
regulations have to be approved by the Bombay government 
tinder the Bombay Securities Contract Control Act of 
1925. Their Governing Boards have no power to rescind 
or add to the rules without the sanction of the govern¬ 
ment. 

In the management of the London Stock Exchange, 
there was a system of dual control till March 1945. There 
was the committee for General Purposes which was in 
charge of providing facilities for the conduct of business 
and making the necessary rules and regulations for the 
same. Control over finance was in charge of Managers 
who had also to look after the maintenance and provision of 
the market place. Managers represented the proprietors 
and the Committee the members. The Council of Stock 
Exchange came into existence in 1945, amalgamating the 
powers of Managers and the Committee for General 
Purposes. 


MEMBERS AND THEIR ADMISSION 

In a stock market, members alone are allowed to do 
business. Non-members willing to buy or sell shares there, 
have to get it done through a member of the exchange* 
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Outsiders are not allowed to go inside the stock exchange 
building where business is transacted. Rules and regula¬ 
tions of various exchanges strictly restrict the admission of 
members. Rules regarding admission to membership are 
so framed as would admit such persons as are financially 
sound. Every stock exchange prescribes a high admission 
and subscription fee. Memters are also asked to make a 
deposit of a very large amount.^ Emphasis is laid on the 
position of the candidate in business. In Bombay stock 
exchange which is a private association every member 
must possess a membership card (Membership card of the 
Bombay stock exchange was sold at Rs. 48,000 in 1920. 
Subsequently, for a long time the price of the card stood at 
Rs 20,000 which again rose to the neighbourhood of 
Rs 40,000). To be a member of the company exchanges one 
must own at least one share. The market value of such 
shares is very high. For example, the face value of the 
shares of the Calcutta Stock Exchange is Rs. 1,000 but its 
price is near about Rs 32,000. It is reported that the price 
went upto Rs. 1,00,000 in 1948. Shares of the Company 
exchanges and the liability attached to these shares differ 
considerably from the shares of other jointstock companies. 
Firstly, these shares are not freely marketed nor 
marketable. Secondly the liability attached to these shares 
is an unknown and variable one, inasmuch as the share¬ 
holders of company exchanges will have to make further 
payments which may be decided by the directorate of the 
company from time to time. Thirdly these shares are not 
treated as an asset of the share holder. Finally these shares 
are compulsorily forefeited for default or non-fulfilment of 
obligations arising out of stock exchange dealings or for the 
breach of rules and by-laws of the stock exchange. 

No exchange has prescribed any minimum educational 
qualification for admission as a member. This has been 
adversely commended upon by Dr. Thomas. He is of the 
opinion that a period of apprenticeship and training 
combined with a minimum educational qualification should 

3. Morison Committee in this connection recommended that a 
candidate for membership must furnish either three sureties in the 
'sum of Rupees 10,000 each and for two years or in the alternative 
a deposit of Rs. 30,000 for the same period and the raising of the 
annual subscription fee to Rs. 100 for an existing member and 
Rs. 300 for all new members. 
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be insisted upon as a necessary qualification for membership# 
In these days investment problems are getting more and 
more complicated and to serve the public better, it is 
desirable to lay down a minimum educational qualification 
for the members. 

In addition to the members who are given the full 
rights and privileges of conducting business in the market 
there are others who are allowed to do business in the 
market but not given all the rights and privileges of a 
member. They are :— 

(1) Remisier :—In Bombay Stock Exchange he acts as 
an agent for a member (broker) to secure business for the 
latter. His remuneration is the commission he gets on the 
business secured by him. In short, he is a sub-broker. 
One of the recommendations of the Morison Committee to 
check excessive speculative activities in the Bombay market 
was to raise his status by not allowing him to do any 
other business and by making him pay a deposit of Rs. 5,000 
and an annual subscription of Rs. 200 and requiring him 
to sever his connection with any other business. 

(2) Authorised clerks :—All the stock exchanges 
authorise their members to have a fixed number of clerks 
who are authorised to transact business on behalf of their 
employers on the floor of the house. They cannot make 
any business in their own name. They can sign on behalf 
of their employers only when they are so authorised by a 
power of attorney. In London Stock Exchange each 
member can also have a fixed number of unauthorised 
clerks. 

(3) Tarawaniwalas :—In the Bombay Stock Exchange 
members are divided into commission brokers and 
tarawaniwalas. The latter class of members have no deal¬ 
ings with non-members. They deal on their own account and 
not on behalf of their clients. These members are referred 
to as jobbers of the Bombay market. But the resemblance 
between them and the jobbers of the London market is more 
formal than real. The division in the Bombay market is 
not at all rigid. Through their operations they perform a 
limited service in establishing a price in a few active 
securities. But unfortunately their main business is that 
of buying and selling securities at fluctuating prices with 
absolutely no intention to pay for a single share purchased 
or deliver a single share sold, but with the intention of 
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making a profit arising from the difference in their purchase 
and sale price. Their business is of a gambling nature — 
gambling in the differences. By their operations tarawani^ 
walas also put unnecessary obstruction to the fair execution 
of the business of the brokers acting on behalf of their 
clients. The tarawaniwalas make a practice of bidding 
the price of a stock up against the broker if he were a buyer, 
or offering it down against him if he were a seller. To 
prevent irresponsible bidding and offering of this nature, 
Morison Committee suggested that a bid or offer of the 
stock in the market, where the amount is not stated, shall 
be binding to the amount of Rs. 10,000 at the bargain price 
calculated to the amount nearest to this sum. 

BROKERS AND JOBBERS 

In the London Stock Exchange members are divided 
into two distinct classes, jobbers and brokers. Each member 
there has to state at the beginning of the year at the time of 
re-election, whether he chooses to act as a broker or a 
jobber. A broker acts on behalf of an outsider and his 
remuneration is the commission he receives on the amount 
of business done by him. In most of the exchanges a mini¬ 
mum amount of commission is fixed by the market authori¬ 
ties to prevent unhealthy competition among the members. 
In the opinion of the Morison Committee as well as of 
Dr. Thomas, in the absence of a minimum scale of brokerage, 
the members are induced to accept business carrying on 
undue risk, in order to increase their commission account 
as much as possible and thus tempted to indulge in excessive 
speculation. 

A jobber is a member of the stock exchange who, un¬ 
like a broker, acts for himself. He is always ready to buy 
and sell securities. But he is prohibited from dealing 
directly with the public. He deals with brokers who are 
engaged by the public. When approached by a broker, a 
jobber willing to do business quotes two prices, one higher 
and the other lower, denoting his selling and buying prices 
respectively. He makes his remuneration from this diffe¬ 
rence between his buying and selling price. This goes by 
'the name of * jobbers turn L A jobber is not informed by 
the broker whether he is a buyer or a seller till he is 
satisfied with the jobber’s quotation. If satisfied, he 
discloses his intention and strikes a bargain. Once he has 
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quoted a price, a jobber is bound to do business on the 
terms he quoted. His double quotation ensures a fair deal 
to the public. 

This clear cut distinction between a broker and a 
jobber is not maintained in any other stock market except 
in London. And naturally one may^ask why this is so. 
The number of securities dealt with, as well as the 
volume of business transacted in London Stock 
Exchange is so large that some amount of specialisation is 
necessary. Each jobber specialises there in a limited 
number of securities. He is really the person who provides 
a ready market for securities. A broker looks to the 
interest of his client in his dealing with the jobber. If his 
client, who is unversed in the methods of stock market, is 
left to himself, he is very likely not to be able to get the 
best terms from the jobber. Without a broker’s help 
he may not be able to find even a jobber who deals in that 
kind of security in which he is interested. The client also 
receives free advice from his broker in the matter of 
investment. 

Questions were raised as to the desirability of division 
of members into brokers and jobbers in the Bombay market 
on the lines of the London Stock Exchange. In this con¬ 
nection Morison Committee remarked as follows. Though 
the differentiation between brokers and jobbers would make 
the latter ** render a service to the public, in the first 
place, by making it possible to buy and sell scrips more 
readily and in larger amounts, than may be easily possible 
under the present system and secondly by checking violent 
fluctuations ” yet it would be impracticable to make such 
a division effective or workable under the present condition 
of the Bombay market or in the near future Moreover, 
the extent of the Bombay market does not justify this 
specialisation. In addition to these, it has been pointed 
out that no person of sound financial standing has come 
forward to act as a jobber on the Bombay market standing 
ready to take or supply securities as jobbers in London do. 
Dr. Thomas in his report says that it may not be practica¬ 
ble to separate brokers and jobbers on the Indian stock 
exchanges but members should be prohibited from trading 
with their clients as principals. 


4. Page 22 of the Report. 



ORGANISED MARKETS—STOCK EXCHANGE 


471 


Specxilators in a stock market are given different namaa 
depending on the nature of their speculative activity. Thus 
we have bulls, bears, stags etc. 

i 

BULLS AND.BEARS 

Bulls:—A bull is a speculator in the stock exchange 
who, on the expectation of a rise in price, buys securities 
to sell the same at a higher price and thus make a profit. 
He may be considered to be a potential seller. He is an 
optimist as he expects a rise in price. He is said to be 
on the long side of the market 

Bear :—A bear is one who expects a fall in the price of 
the security. He generally sells securities which he does 
not possess. If his expectations are realised, he will buy 
at a price lower than the one at which he contracted to sell 
and thus make a profiit. He is thus a potential buyer. He 
may be called a pessimist as he expects a fall in price of 
the securities. His selling a security which he does not 
possess is known as ‘short sellingL He is thus said to ‘sell 
short’ and if his expectations are realised he is said to 
‘cover’ his short sales by making a purchase of the same 
amount deliverable at the same time. 

‘ Bulls ’ and ‘ Bears ’ are known as ‘ tejiwallas ’ and 
‘ mandiwallas ’ in the Bombay market. 

Stag :— He is another type of speculator who buys the 
shares of a new company with the object of selling them 
at a premium even before allotment, if possible. 

OPTION DEALING 

There is another kind of speculator who indulges in a 
kind of activity known as option dealings. In the Bombay 
market these go by the name of ‘ Tejimandi ’ transactions. 
It is a kind of dealing in which the speculators are able to 
limit their loss while their chances of making a profit are 
not affected in any way. It thus gives full scope for bull and 
bear proclivities, with the loss (if any) arising limited to 
the price paid for the options. 

Option is a contract by which one of the parties 
acquires the right, without however incurring the obligation 
to buy or sell to the other party, a specified amoimt of 
securities at a specified price within a specified time. The 
consideration paid for this kind of contract is known as 
option money. If it is a ‘right to buy’ it is known as ‘call’ 
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option and a *right to sell* is known as *put* option. If the 
bull operator who has bought a call option finds that on 
the settlement day® the price has moved against him he 
will not exercise his right to buy and thus will lose 
only his option money while, if it has moved in his favour, 
he will exercise his right to buy. Similarly, if a bear 
operator who has purchased a put option, finds that the 
security has moved against him, he will not exercise his 
right to sell thus losing only his option money, while if it 
has moved in his favour, he will exercise his right to sell. 
In order that a speculator may make a profit from these 
kinds of transactions the price of the securities must move 
by an amount which must be /more than that of the price 
paid for the option. 

Some speculators buy what is known as ‘double option*. 
It is nothing but a combination of put and call options. The 
buyer of a double option will have the right, either to buy 
or to sell and he will naturally exercise his right only if 
the price of the security in question moves far enough in 
either direction over the amount paid for the option plus 
incidental charges. There is also what is known as ‘ Call 
of more * or ‘ Put of more *. In the case of the former, the 
bull operator in exercising his right, is entitled to buy 
further securities generally double the quantity of the 
security originally contracted for; in the latter case, the 
bear operator has the right to sell further securities 
generally double the quantity of security orginally con¬ 
tracted for. 

Option dealings are also very common in many of the 
produce exchanges of India and probably the largest volume 
of option business is done at Bombay. Cotton, wheat and 
linseed are the commodities in which such dealings are 
predominant. However, under the Bombay Forward 
Contracts Control Act, 1947 it is declared that options, in 
the whole of the province of Bombay or such part there of 
as may be specified, are illegal. Previous to that, restric¬ 
tions were imposed on ‘ teji-mandi * (option dealings) 
dealings by an Ordinance of the Bombay Government in 
September 1939. 

ARBITRAGE 

Another work of the expert speculator is known as 
^ arbitrage operation *. These operations take place when 

5. Settlement day explained later. 
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the price of a security shows some disparity in two different 
markets. In such a case, speculators buy in the cheaper 
market and sell simultaneously in the dearer one and thtis 
make a profit. Their simultaneous buying and selling 
ultimately tends to make the price-level in the different 
markets even. 

Simultaneous operations of the bulls and bears in the 
exchange have a very steadying influence on price 
movements of securities. As a result cf bullish activity, 
prices go up. The higher the price goes, the greater is the 
jubilation in the minds of the public, as most people are by 
nature unduly optimistic. Short selling on the other hand 
depresses prices, not unduly as it is often supposed to do. 
Activities of short sellers has the salutary effect of resisting 
the tendency of prices going very high. When prices come 
down they cover up their sales by buying and their buying 
thus avoids excessive depression in prices. But this 
beneficial effect is not always realised due to manipulative 
activities of speculators. 

LISTING OF SECURITIES 

Business in a stock exchange is either far ‘cash* or 
for the ‘account*. Some provide facilities for both kinds 
of dealings. But before the securities of a particular 
company can be the subject matter of dealing in any 
exchange it must obtain the necessary permission of the 
exchange authorities. Such permission is granted to the 
company, on the fulfilment of certain conditions and its 
furnishing certain particulars to the exchange authorities. 
Each exchange prescribes its own rules and regulations 
in this connection. The conditions, the fulfilment of 
which is insisted upon, are such as would give the prospec¬ 
tive investor an opportunity to judge for himself whether 
to go in for a particular security or not. The exchange 
which allows the company to get its securities oflScially 
quoted in their official list does not in any way guarantee 
the soundness of the company or the security. Listing 
only implies that the securities concerned have satisfied 
the standard, as determined by the exchange authorities, 
of legality, security and workmanship. Securities listed 
have the benefit of having a broad and continuous market 
which adds to the collateral value of the security for a 
Joan. Stringent listing regulations give the holders of 
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listed securities an assurance that at any time they can 
get full and recent information regarding the securities 
from any member of the stock exchange. The significance 
of listing has aptly been described by the Atlay Committee 
in their report as follows. ** The admission of shares of 
companies to the privilege of quotation and dealing on the 
exchange is generally regarded as a matter of some 
importance not only by the companies whose shares are 
thus given additional facilities of dealings and publicity, 
but by those in control of the exchange who realise that 
though a quotation indicates nothing more than that a 
company has been properly constituted and that its affairs 
are in apparent order, the admission of a company to the 
facilities thus offered entails a certain responsibility—a 
responsibility which it is endeavoured to discharge by a 
scrutiny of the affairs of the compay before admission and 
by the enforcement of certain conditions.^ 

Stock exchanges of London and New York have been 
able to exert a powerful influence on company promoters 
and directors through their listing regulations by insisting 
on certain minimum standards being maintained by them in 
the interest of the investors. Further, according to the 
Securities Exchange Act of the U. S. A., companies 
desirous of having their securities listed on the National 
Security Exchanges have to file initially complete infor¬ 
mation regarding the working of the company and 
subsequently from time to time, all material changes in 
the affairs of the company as they occur. Dr. Thomas 
is of opinion that a similar step is essential in India also.^ 

CASH DEALINGS 

Dealings in cash, or ready delivery contract as it is 
commonly known, implies that the bargains are completed 
by actual payment in cash by the buyer for the securities 
purchased and the delivery of the securities by the seller 
immediately or within a reasonable period from the time 
the contract is made. There is no uniformity in the rules 
of the various exchanges regarding the period within which 
a ready delivery bargain is to be completed. Even on the 
same exchange, the period for delivery and/payment varies 

6. Report of the Atlay Committee on the Native Share and 
Stock Brokers' Association page 17-18. 

7. Report on the Regulation of Stock Market in India p. 142 
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according to the class of securities. Thus, in Calcutta 
Stock Exchange where all the business done is on cash 
basis, ‘^delivery is to be made on or after the second 
worldng day after the date of contract, and at or before 
4 p. m. on that day*\ In Bombay Stock Exchange where 
forward trading in cotton and securities is now governed 
by the Bombay Forward Contracts Control Act, 1947 it 
means a contract which provides for delivery and pay¬ 
ment of price either immediately or within such number 
of days not exceeding seven after the date of the contract 
and under such condition as the provincial government 
may specifiy in this behalf in respect of any particular 
goods* \ 

Important exchanges permitting only cash dealings are 
the Calcutta, Nagpur and Delhi stock exchanges. Some 
exchanges permit both cash and forward dealings. More 
important of them are the Bombay, Ahmedabad, Madras and 
U. P. (Cawnpore) stock exchanges. These stock exchanges 
have two lists of securities one for cash dealings only and 
the other for both cash and forward dealings. 

The arrangements and the procedure for settlements are 
found to vary among the exchanges. Stock exchanges 
providing facilities for clearing house arrangement divide 
the securities in cash list into two groups known as ‘cleared* 
and ‘ non-cleared * securities. The settlement of contracts 
relating to the securities coming under the former group are 
effected through the clearing house of the exchange, and for 
the securities belonging to the other group, settlement is 
effected through a process of ‘ hand delivery * i. e. between 
the members themselves without the intervention of the 
clearing house. All forward contracts are however settled 
through the clearing house wherever this machinery exists. 

ACCOUNT DEALINGS 

Dealings made for the ‘ account * (also known as ‘ time 
bargains *) imply that the purchaser or the seller of the 
securities shall not have to pay or shall not become entitled 
to payment as the case may be, till the last day of the 
settlement. Settlement days are fixed in advance by the 
market authorities. In London Stock Exchange there is 
fortnightly settlement; in Bombay monthly settlement 
prevails. Dealings for the account are known as ‘ forward 
delivery contracts * which has been defined by the Bombay 
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Forward Contracts Control Act of 1947 as a contract for 
delivery of goods at a future date and which is not a ready 
delivery contract Parties to such contracts invariably 
close their bargain by taking up or paying for the difference 
in the price of the security on the date of the bargain and 
on the settlement day. In fact a large volume of business 
done ‘ for the account * are of a speculative character. 
Such dealings are made by speculators with a view to mak- 
ing profit out of time bargains from purchases and sales 
during the course of the settling period. Many of these 
contracts for purchases and sales are crossed out by the time 
the settlemet day arrives and those that could not be 
crossed out, are settled either by delivery and payment 
or by carrying over (budlying) to the next settlement day 
by the payment of the hudla charges. Thus markets which 
allow forward trading offer officially facilities for * carry 
over ^ known as ^ Budla ’ in the Bombay Market. This 
means that parties to the contract are allowed to postpone 
the settlement of the transaction and carry over the 
same from one settlement day to the next settlement day. 
The authorities of every exchange fixes the ‘making up 
price’ for every security (for settlement) as well as the budla 
rates for carry over, after due consideration of the market 
trends and the technical position in purchases and sales. 

When parties to the contract mutually agree to carry 
over a transaction, then the party who wants the obligation 
is to pay to the other ^ budla charges’. When the bull 
operator wants to carry over, the consideration he has to 
pay is known as *budlivala* or ‘ contango ’ and the conside¬ 
ration paid by the bear operator is known as ‘ backwarda¬ 
tion A bull transaction is carried over by a correspond¬ 
ing sale for the current settlement at the ‘ making up * 
price and a repurchase for the next settlement. Similarly 
a bear transaction is carried over by a corresponding 
purchase at the making up price, and a resale for the next 
settlement. The consideration, contango and backwarda¬ 
tion as the case may be, may be paid separately or may be 
added to the price. Thus, the original contract is settled 
in equity, but the fulfilment of the bargain is postponed for 
the next settlement. 

Carry over is also effected through an intermediary 
known as ‘ Budlivala Budlivala may be members or 
non-members of the exchange. They are financially very 
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strong parties conducting the business of lending money as 
well as securities for the purpose of settlement. 

TRADING PROCEDURE 

Any one willing to buy security from a stock market 
must approach a broker member to buy the security through 
him. Before dealing with a new party, a broker will 
always insist on a formal introduction of the client or a 
bank reference so that the broker may rely on the honesty 
and financial stability of the client. 

The broker with necessary instruction from his client 
goes to the floor of the house to find out another broker who 
has securities to sell. If there is an agreement between the 
two about the price, each one makes a note of the transac¬ 
tion in his own note book. If the transaction is for cash, 
settlements have to be made within a stipulated date, 
usually on the third day from the date of the transaction. 
Detgtils of the transaction are then attended to by the 
authorised clerks of the brokers. They prepare the contract 
notes in the prescribed form giving particulars of the 
deal. A copy of the contract note is sent to the clients by 
their respective brokers. 

It should be noted that transactions in securities in 
every stock exchange are always in specified lots as fixecj 
by the rules of the exchange unless otherwise agreed at the 
time of the sale. The procedure in London Stock Exchange 
is slightly different owing to the division of members into 
brokers and jobbers. As has already been noted, a jobber 
quotes two prices and if the broker is satisfied with the 
quotation he strikes the bargain with the jobber and only 
at the time of striking the bargain he discloses whether he 
intends to buy or to sell. The bargain is struck even by a 
simple nodding of head. Each one notes the transaction in 
his book and the client is informed of the same by the 
broker. 

When the dealing is for the accoimt, settlement is made 
only on the days fixed for the purpose. Actual settlement 
operation extends over a period of four days in the London 
Stock Exchange. These days are allotted for a number of 
works connected with the deal. 

If the buyer of a security who has brought for the 
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account finds that the market has not moved according to 
his expectations he will generally want to carry over the 
bargain. One day, the first day of the settlement is allowed 
for those transactions which have to be carried over. This 
is known as * Contango day ^ in the London Stock Exchange. 
In order to carry over the transaction, the party anxious to 
do so must pay a consideration to the other party for 
having been allowed by him to do so. This procedure 
of carry over has been described earlier. 

Successive days are utilised for such of the deals ‘ for 
the account * as are not carried over but are in the process 
of being settled. 

Another day connected with the settlement is known 
as ‘ Ticket ^ or ‘ Name * day. In some cases, it may take 
more than one day and provision is made for this. On this 
day, a member who intends taking up the security he has 
purchased during the account, has to hand over to the other 
member from whom he has purchased, a ticket giving 
details of the amount, the name of the security bought as 
well as the name of the actual buyer or seller. This pass¬ 
ing of ticket becomes necessary as dealings for the account 
are invariably not made directly between the buying 
broker and the selling broker. The buying broker might 
have purchased a security from a jobber who might have 
sold without actually possessing it. So, the jobber, after 
having sold to the broker, approaches another jobber from 
whom he purchases the security. The second jobber, too 
might have sold to the first without possessing the security. 
Thus, actually, there may be a number of jobbers standing 
in between the buying broker and the selling broker. The 
buying broker fills in the ticket which he endorses and 
passes it on to his jobber who does the same till at last it 
reaches the broker who sells the security on behalf of his 
client. On the last day known as ‘ settling ^ or * account ^ 
or * pay day * the transaction is finally completed. 

BUYING IN AND SELLING OUT 

In case a member fails to meet his obligations in 
connection with either the delivery of the security which 
he has sold to the other party, or to pay for the security 
which he has agreed to buy, then the aggrieved party has 
his remedies for which there is provision in every stock 
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exchange. If the member has failed to deliver the security 
in question, then the buyer through the * Buying-In 
Department ^ of the exchange buys in the security against 
the defaulting seller and any loss accruing to the aggrieved 
party will have to be made good by the defaulting party. 
Similarly, if the member has failed to pay for the securities 
he has agreed to buy, then the seller of the security has 
the right to sell the security through the * Selling-Out 
Department * and any loss sustained by him will have to 
be made good by the defaulting member. Exchanges 
provide rules for the suspension of the ‘ Buying-In * rule 
when in the opinion of the exchange authorities it is 
desirable to do so. In this connection, Morison Committee 
remarked® that suspension of the ‘ buying-in * rule is 
desirable when natural forces of the market cease to 
operate, e.g., when a corner is established, the settlement 
of bargain can only be effected at prices dictated by those 
who have succesfully brought about the corner. The idea 
is not to allow the buyer to utilise the machinery of the 
stock exchange to drive prices to an altogether unwarranted 
height. 

STOCK EXCHANGE CLEARING HOUSE 

Important stock exchanges maintain a clearing house, 
which functions on the lines of the Bankers^ clearing house, 
with the object of facilitating transactions of members 
amongst themselves. A clearing house acts as the common 
agent of the members for clearing contracts between the 
members and for delivering securities to and receiving 
securities from ^the members. It also makes arrangements 
for receiving or paying amounts payable to or payable by 
such members in connexion with any of the contracts 
entered into the market with regard to sale or purchase 
of securities. The clearing thus relates to both securities 
and their payment. Members are thus relieved of much 
trouble associated with purchase and sale of securities a 
number of times. Whenever possible, clearance is done 
through the set off of purchases and sales. Arrangements 
or transactions relating to delivery and payment connected 
with selling and buying of securities are thus centralised, 
settlement work is simplified by eliminating the number 
of intermediaries as far as possible and contact is established 
between the ultimate purchaser who has to receive the 

8. Para 16 of the Report. 
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security and the seller who has to deliver the same. It has 
thus saved a lot of time and effort which would not have 
been possible if all the transactions had to be settled 
individually. It should however be noted that a clearing 
house does not guarantee the title, genuineness, or 
regularity of any security passing through it. It is there 
to provide facilities for the delivery of securities, transfers 
and other documents between a selling member and a 
purchasing member. 


SPECULATION 

In addition to the provision of facilities for investment, 
stock exchanges also offer facilities for speculative activities, 
and a large volume of business done in a stock exchange 
is for speculation purpose only. It was brought to the 
notice of the Morison Committee that anything between 80 
and 90 percent of the business transacted on the Bombay 
Share Bazaar is of a speculative nature. It is desirable to 
understand clearly the nature of the services rendered by 
speculators in order that one may be able to assess their 
true worth. Many a criticism is levelled against stock 
exchanges (produce exchanges as well) centering round 
speculation. This is partly due to erroneous notions about 
speculation held by a large section of the uninformed public. 
They allege that the stock exchange brings ruin to many 
by inviting speculation and that such institutions should be 
closed. It is difficult to sum up this extreme point of view 
in more striking words than those of Senator Arthur Capper 
of Kansas. Chicago Board of Trade is the World^s 
greatest gambling institution. It is an economic crime, a 
business blunder, a legislative insanity to allow this 
condition to continue The critics of the exchanges are 
oblivious of the services rendered by expert speculators. 
The very continuous and liquid character of the stock 
market is maintained by the operations of specultors in the 
market. The Morison Committee which reported on the 
working of the Bombay Stock Exchange remarked 
that reasonable facilities for speculative transactions are a 
necessity and healthy part of the machinery of a stock 
exchange 

9. Quoted from « Elements of Marketing ’ by Paul D. Converse 
p. 269. 

10. Para 3 of the Report. 
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Speculators indulge in buying or selling securities 
{futures in a produce market) in anticipation of making a 
profit resulting from the anticipated difference between the 
present and future prices of the securities in question. They 
collect various items of information which have a bearing 
on the price of the commodity they deal in and by their 
expert judgement and foresight anticipate certain price 
movement on the basis of which they make their sales or 
purchases. Such activities have the salutory effect of 
making the gradation of price fluctuations gentler. Their 
alternative buying and selling prevent prices from going as 
high or dropping as low as they otherwise would. To 
quote Taussig, n “ the general effect of speculation is to lessen 
fluctuations and promote the smooth course of exchange and 
consumption Smith says that the activities of an expert 
speculator may be said to be similar to that of ** a kind of 
commercial scouting party sent ahead to discover and report 
changes in value, and thus to direct trade into those channels 
along which the greatest efficiency requires it to run 
At the same time one cannot overlook the moral evils result¬ 
ing from the inducement given by the exchanges to that kind 
of speculation which degenerates into gambling. In the words 
of Smith ‘ ‘ there is a conflict between moral and economic 
ideals in this connection.The advantages and dis¬ 

advantages cannot be measured by any common standard, 
and every community must decide for itself at what point 
the evils of speculation are outweighed by the advantages 
attendant on a well organised and speculatively active 
produce market 

If the speculations are correct in their judgment, they 
earn well deserved profits which are at times so large as to 
impress lay men that this is the simplest and the quickest 
way of becoming rich. Thus amateures who are in¬ 
experienced, ill-informed and financially weak, indulge in 
speculation and bring ruin to themselves. They think it is a 
game of chance; they forget that ** speculation is the struggle 
of the well equipped intelligence against the rough power of 
chance 

11. Taussig—Principles of Economics Vol. I p. 157 

12. J. G. Smith : Organised Produce Markets p. 99 

13. Ibid p. 122. 

14. Emery: Speculation on the Stock and Produces Exchange 
of United States. 

1393—31 
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At times however harm is caused to many due to the 
free character of the market being destroyed by the con¬ 
certed activities of an individual's or group of individuals^ 
planned eflForts to make the price of a commodity behave in 
a manner which has no relation to its supply and demand. 
Creation of false opinion about the market is the main 
weapon with which this object is achieved. Such manipula¬ 
tive activities may take any one of the following forms 
generally known as corner, wash sales, matched orders. 

MANIPULATIVE ACTIVITIES 

Corner :—It is the condition of a market in which the 
supply >of a particular stock (or commodity) is held by an 
individual or a group of individuals to whom the short 
sellers contracted to deliver the securities. The short 
sellers are now unable to fulfil their contracts (to deliver 
the stocks) except on the term fixed by the other party who 
is said to have cornered the market by actually holding all 
the available stock. The buyer (the other party) then 
dictates his own terms to which the short sellers have to 
agree and the terms will be such as to get the maximum 
out of the short sellers who are then said to be * squeezed \ 

Wash sales :—This is a kind of fictitious transaction 
arising out of selling a security by a speculator, he himself 
buying the same at an inflated price through another 
broker. A false and misleading opinion about the price of 
the security is thus created in the market which is unaware 
of the collusion between the two brokers. When the price 
of the security is thus forced up the speculator can realise 
a higher price for securities which he really wants to 
unload to the puUic. He thus gets a price which he would 
not have obtained otherwise. Every stock exchange 
severely deals with speculators indulging in this kind of 
activity. 

Matched order is another kind of manipulative activity 
which is resorted to for creating an impression in the 
market that a stock is particularly active. This is 
achieved by a speculator by employing two sets of brokers, 
one set being instructed to buy and the other to sell at prices 
determined in advance by him. The brokers are ignorant 
of the specula 'or^s intention. The market in the security 
in question is thus made to show to be active by the simul¬ 
taneous orders to buy and sell. 
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MANIPULATIVE ACTIVITIES OF OUTSIDE OPERATORS 

Manipulative activities are also resorted to by directors, 
promoters and other officers of the companies with the help 
of stock exchange members by rigging up or down the 
market in the shares of their own companies, and thus 
make large profits at the cost of the gullible public. 
Stagging operations by many company promoters are the 
most common method to achieve this. In order that the 
control over the stock market may be effective it is also 

necessary to control the dealings in the share of the 

company by its own directors and agents as also of the 

promoters at the promotion stage,* as the issue and first 

sale of securities are greatly intermeshed with the working 
of stock markets and a great deal of manipulation takes 
place in this field. Directors and other persons who hold 
important positions in the management of companies have 
also been found to use inside information for profitably 
speculating in the securities of their own companies. So 
long as the management is divorced from ownership, the 
temptation is always present to benefit at the expense of the 
less informed. In this connection Dr. Thomas has 
recommended a reform of the company law and its proper 
administration. The views of the Bombay Stock Exchange 
in this matter are similar. The Bombay Stock Exchange 
has suggested a thorough overhauling of the Companies Act, 
particularly in the matter of stock market dealings by 
directors, managing agents and other officers as well as in 
regard to publication of periodical progress reports, financial 
statements and similar other information Effective 

action has been taken in America to put down such activi¬ 
ties. Under the Securities Exchange Act of 1934 directors 
and officers of companies (whose shares are registered for 
trade) and stock holders who own more than ten percent of 
any registered issue of stock have to file with the Securities 
Exchange Commission and with Exchange a statement of 
such security, together with such changes of ownership as 
have occurred during each month. Such persons are also 
prohibited from either selling short or selling against stock, 
permanently held, of the issuing corporation. 


14a. Views of the stock Exchange, Bombay on the report of 
Dr. P. J. Thomas on << The Regulation of Stock Market in India’\ 
p. 35. 
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SHOULD STOCK MARKET BE REGULATED? 

Beneficial features of speculation in properly organised 
stock markets are thus not always derived due to the 
free character of the stock market being destroyed by mani¬ 
pulative activities of speculators. A stock exchange may 
also fail to serve the society if it is not organised 
and managed on efl&cient lines. Constitution and rules 
and regulations of many markets are not conducive 
for speculative activites to function on healthy lines. Many 
a time speculation degenerates into gambling. The 
circumstances which lead to the appointment of two 
enquiry committees by the government of Bombay within 
a period of fifteen years to suggest measures for checking 
excessive speculative activities of the Bomby Share Bazaar 
are well known to the pubic. Hence comes the need for 
regulation of speculative activities indulged in a stock 
market. There is also the need for regulation of stock 
markets. Such need is there in the wider interest of the 
country and not merely out of pity for the foolish outside 
lambs fleeced by shrewd speculators. 

Activities of stock exchanges are intimately connected 
with the country’s banking and credit structure and 
closely intermeshed with the gears that drive the wheels 
of industry and commerce Activities there, have also 
important repercussions on the banking system, credit 
structure, trade, commerce and general security of the 
country. The collapse of bond prices in U. S. A. in 1931, 
resulted in the banking crises of 1931 that lead to the 
closing down of half the total number of banks. In India 
too, over a hundred banks in Calcutta alone were in trouble 
by the debacle in stock prices in the latter half of 1946. It 
is essential in the best interest of country’s economic 
progress not to allow these institutions to function wholly 
independent of government control and supervision. 

Dr. Thomas as well as the Bombay Stock Exchange are 
of the opinion that there should be central legislation to 
regulate stock market to ensure uniformity in the rules of 
business of stock exchanges throughout the country. 
Dr. Thomas further suggested the creation of a 
National Investment Commission on the lines of the 
Securities and Exchange Commission in the U. S. A. to 
administer the law. He further proposed licensing of 
stock exchanges and dealers in securities. Government 



ORGANISED MARKETS—STOCK EXCHANGE 


485 


control suggested above, should not be thought of as 
indicative of making stock exchanges quasi*government 
organisations. Regulations must be such as to impose 
responsibilities upon the stock exchanges themselves for 
the discharge of their functions, government intervening 
only when necessity arises. 

Dr. Thomas is further of the opinion that suitable 
outside representation wherever possible, may be provided 
on the governing boards of stock exchanges, and he suggests 
to have on the governing boards one representative of the 
shareholders^ association, if any, and of the provincial 
government finance department. Outside representation 
is expected to be helpful for coTmteracting the self-interest 
of inside members. However, the propriety of such a 
procedure is questioned by many. We do not find outside 
reperesentations in all the stock exchanges of different 
countries of the world. The remark of Sir Wilfrid Atlay 
made in connection with the Bombay Stock Exchange 
Enquiry Committee (1922) deserves to be quoted. He 
remarked, I assure you that to my mind nothing is more 
ludicrous than any idea of putting a number of shoemakers 
among a body of watch-makers to manage its affairs. In 
the same way I do not think that merchants and mill- 
owners can run a stock exchange 

CONTROL OF SPECULATION 

Critics of exchanges feel that as exchanges offer 
facilities for speculation to be carried on in an imperfect 
manner, government intervention in the shape of a 
legislative enactment is necessary ; others go to the extent 
of suggesting the abolition of exchanges. But can 
speculation be stopped by abolishing exchanges? Speculation 
is ingrained in human nature. In the absence of exchanges 
speculation will be indulged in the streets. Speculation 
cannot be eliminated from the present day economic world. 
Speculation is the result of uncertainties which are ever 
present in the capitalistic form of economy. Prof. Emery 
says ‘ there is only one way in which speculation can be 
stopped altogether and that is by giving up the system of 
private property and adopting the socialistic stateL Further 
.‘‘the free speculative market is in itself an element of 
value, and if it is destroyed the investor would be chiefly 
injured, while future capitalization for the development of 
the country would be paralysed says Van Antwerp. 
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Crises due to overspeculation are unavoidable like 
riots. The government should see that riots are nipped in 
the bud and prompt action taken to minimise outrages and 
restore confidence. Stock exchanges should also see that 
crises resulting from speculation are not allowed to develop 
and that ruin is averted. Speculation has, therefore, to be 
carefully controlled in public interest and stock markets 
must be so regulated as to prevent speculation from 
running riot. 

It is true that various countries have attempted to 
deal with the evils of speculation by legislation and by far 
the most comprehensive form of control over exchanges has 
been exercised by the United States Government. But the 
eflTectiveness of legislative enactment is questioned by many. 
Prof. Marshall says, *‘hasty attempts to control sepecula- 
tion by simple enactments have invariably proved either 
futile or mischievous Prof. Emery says, any interfer¬ 
ence with the delicate machinery by blundering fingers 
of law will diminish the beneficial elements of speculation 
without effectively diminishing its evils It may also be 
pointed out that the London Stock Exchange has been per¬ 
forming its services in the most efficient manner in spite of 
the absence of any governmental regulation over it. The 
Cohen Committee on company law reform in U. K. paid 
a high tribute to the Council of London Stock Exchange 
for its efficient discharge of public duties. It is not wrong 
to conclude then, that the remedy for the crises arising out 
of evils of speculation lies in education, understanding 
and knowledge, in the “ growth of an enlightened commer¬ 
cial public and the highest standard of social ethics by 
those who manage the large business in the various 
countries of the world in teaching the vast mass of 
investors to look at the real value of the securities they 
desire to buy or sell and not to act on rumours, hopes and 
tips. 

However, this does not mean that the shrewd specula¬ 
tors and outside operators should be allowed to continue 
their nefarious activities to the detriment of public interest. 
The activities meant in this connexion are the manipula¬ 
tive operations mentioned earlier. Corner, wash sales,- 
matched orders and other questionable practices of like 
nature are to be stopped by declaring them illegal and by 
taking strong measures against such members of the 
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exchange as are found to be guilty of such offences. In 
U. S. A. the Securities Exchange Act of 1934 has declared 
such practice as illegal. 

Exchanges must also have suitable by-laws to prevent 
crisis arising out of excessive speculation. Gener^ly, all 
the market authorities have power to close the market or 
temporarily suspend operation of some rules^s in times of 
grave crisis or emergency. But such power should not be 
misused. Markets should not be closed just to protect a 
few irresponsible speculators. By-laws of the exchanges 
must strictly prohibit intervention of the exchange for this 
purpose so that the irresponsible speculators may not 
escape the penalty of paying fully for their errors. 

In this connection, what the Morison Committee 
remarked in para 13 of their report deserves to be quoted 
in detail. Powers of the Board in the Bombay Share 
Bazaar go much beyond what is either strictly necessary or 
desirable. The possession of these powers by the Board, 
even when they have not been abused, is in itself calculated 
to engender, and has in fact engendered, in the operators, 
whether ‘ bulls^ or ‘bears^ a wholly unhealthy mentality. 
These feel secure against the extreme or ultimate conse¬ 
quences of their own rashness, and hence they tend to 
operate recklessly and regardless of the resultant conse¬ 
quences both to the market and to the genuine investor. It 
is cJearly, therefore, of first importance that this mentality 
should be eradicated, by eliminating from the organisation 
and constitution of the Bazaar, the principle of intervening 
with a view to correct difficult situations which result 
entirely from the internal operations of the market. Such 
protection encourages undesirable speculation and can be 
stopped by making suitable provisions in the rules of the 
exchange. 

Some are of opinion that the system of * account dealing^ 
offering a long period of time interval between the final 
settlement of the transaction and the date on which the 
bargain is first struck, as well as the facilities for carry 
over, ever present in forward trading are the factors which 
lure people to over-speculation. According to Van Antwerp 
.failures in London market where forward trading is allowed 

15. The need for the suspension of * buying in rule * has been 
discussed earlier. 
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are ten times as numerous as in New York where cash 
bargain is the practice. As forward trading gives scope for 
a good deal of speculative activities which at times become a 
public menace, they have been subject to rigorous control. In 
Bombay presidency, they are now regulated by the Bombay 
Forward Contract Control Act of 1947. This act has been 
enacted for tightening government control over future trading 
in cotton and securities, as the Bombay Cotton Contract Act 
1932 and the Bombay Securities Contract Control Act 1925 
were found to be ineffective. This act extends the control 
to such other goods as the government may specify. The act 
among other things provides that ‘ forward contracts which 
are not entered into (a) in accordance with such bylaws 
as my be specified ; (b) (i) between members of a recognised 
association, (ii) through a member of a recognised association 
or (iii) with a member of a recognised association, provided 
that such member has previously secured written authority 
or consent, which chall be in writing, if the by-laws so 
provide, of the person entering into or making the contract, 
shall be illegal and no claim of any description in respect 
of such contracts shall be entertained in any civil court and 
any person entering into such contracts shall be punishable 
with imprisonment or fine or both. The significance of 
(b) (iii) is that it permits what are known as principal 
contracts. This section is a definite improvement over sec. 
6 of the Bombay Securities Control Act of 1925, in as much 
as a violation of the rules under the Act of 1925 did not make 
the contract illegal but simply void. In this connection it 
may be noted that in U. S. A. according to section 32 of the 
United States Securities Exchange Act of 1934, violation of 
such rules has been made an offence and the penalty may 
amount to a fine upto $ 10,000 or imprisonment not exceed¬ 
ing two years or both except that when the accused is in an 
exchange the fine may amount to S 50,000. 

In the opinion of Dr. Thomas, it would be in the best 
interest of India to establish in future an exclusively cash 
market as has been done at New York. The change-over 
is to be made in slow gradual process to avoid untoward 
reactions. But under no circumstances should scrips of 
credit institutions be permitted for forv/ard trading. It 
may however be pointed out that both the Atlay Committee 
and the Morison Committee were against the complete 
abolition of forward trading. Both the committees recogni¬ 
sed the evils which such trading brings in its wake, which 
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they thought have to be tolerated owing chiefly to the 
underdeveloped character of the Indian stock market of 
those days. However, one should not think that speculation 
is confined only to securities which are admitted for forward 
trading. During World War II business in the London 
Stock Exchange had been on cash basis only. Similarly 
under Defence of India Rules exchanges were prohibited 
from affording facilities for ‘ budla ^ business for the making 
contracts other than ready delivery contracts. Carry-over 
facilities have again been introduced in London Stock 
Exchange in April 1949. 

BLANK TRANSFERS 

Another important measure suggested for the control of 
speculation is the abolition of blank transfers. Morison 
Committee in their report in para 40 says ‘ ‘ we recommend 
the abolition of blank transfer (i.e. a transfer that does not 
bear the name of the transferee with the result that stamp 
duty on such transfers is avoided) because we are convinced 
of the healthy effect of the abolition of blank transfers will 
undoubtedly have on stock exchange transactions in 
general The Indian Chamber of Commerce, Calcutta, to 
which the matter was referred, however, were of the 
opinion of continuance of the system of blank transfers. 
The Chamber admitted that the system of blank transfer is 
defective in some ways (e.g., it makes the companies^ 
registers incomplete, inaccurate and misleading). Yet its 
abolition would mean unavoidable and irksome delay for 
registering each transfer, and this would limit the measure 
of negotiability to shares which the system has imparted. 
Moreover, as the Calcutta Stock Exchange unlike the 
Bombay Share Bazaar works on cash basis only, the danger 
of speculation caused by blank tranfers is much mitigated. 
The Bengal National Chamber of Commerce were also of 
the same opinion. The authorities of the Bombay Stock 
Exchange too are of the opinion that ‘‘ restriction on blank 
transfers would be inadvisable and undesirable. It would 
not dampen speculation Dr. Thomas in his report 

remarks that although blank transfers are a serious evil and 


15a. Views of the Stock Exchange^ Bombay on the Report of 
Dr. P. J. Thomas on «The Regulation of Stock Market in India”, 
p. 34. 
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must be abolished^ it may be more practicable to limit 
their currency to two months as a first step. 

Another measure advocated for controlling speculation 
is the introduction of compulsory system of * margin \ 
(This has been discussed under the section * margin ^ at a 
later stage in the dicussion of produce exchanges). 

SPECULATION AND GAMBLING 

In any discussion on speculation, distinction between 
speculation and gambling should be properly understood as 
very often critics of speculation consider speculation to be 
not different from gambling. 

There are uncertainities involved in both speculation 
and gambling ; in both the cases gain accrues to one party 
on the occurence of an uncertain event resulting in one 
way while an occimence of a different kind results in a loss. 
These similarities may suggest that the two are practically 
the same. But there are certain fundamental differences 
between the two. Both speciilation and gambling involve 
risks but speculators assume the inevitable risk of changes 
in the value of a commodity whereas the risk undertaken 
by a gambler is an artifici^y created one, dependent on 
some fortuitous event. Speculation results in the acquisi¬ 
tion of rights and duties by the speculator to a certain 
property and his gain or loss is the difference between the 
value of the property at the time of his purchase ai*:^ the 
value of the same at the time of the sale. This brings out 
another difference between*the two. In gambling iiie loss 
of one party is the gain of the other whereas this is not so 
in the case of speculation. Moreover, in gambling a fixed 
sum is at stake, the loss or gain is thus an amount equal to 
the amount of the stake; in speculation the amount of gain or 
loss varies. Gambling is unproductive as it merely transfers 
money from one pocket to another whereas a subject matter 
of speculative dealing increases or decreases in value due to 
many factors and this risk of change in the value of the 
commodity is shouldered by speculators. 

In the words of Mr. Otto H. Kahn the gambler is a 
parasite and a nuisance. He is tolerated only because it 
seems impossible to abolish him without at the same time 
doing damage to elements, the preservation of which is of 
greater public importance than its obliteration 
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(B) PRODUCE EXCHANGE 

A produce exchange is an association of traders in 
certain commodities providing marketing facilities to its 
members. Business is transacted there according to the 
rules and regulations of the exchange during its working 
hours. Marketing facilities refer not only to the provision of 
a market place but include among other things, the specifica¬ 
tion of grades for the commodities dealt in the market, 
dissemination of market intelligence and settlement of trade 
disputes. It must clearly be understood that the exchanges 
do not themselves trade. It is the members of the exchange 
who trade either for their own account or for others on a 
commission basis. 


THEIR CONSTITUTION 

Most of the produce exchanges throughout the world 
are incorporated bodies formed under the general corpora¬ 
tion law of the country in which they are operating. 
There are exchanges (such as the East India Cotton Associa¬ 
tion of Bombay) which are constituted by statutory 
authority. In India there are also a number of unregistered 
exchanges. Exchanges operating in India may also be 
classified as (1) Profit-sharing and (2) Non-Profit-sharing 
associations, registered under the Indian Companies Act. 
Almost all the associations of the latter category are opera- 
ing at ports and the former category of exchanges are in up 
country towns. 

The number^® of produce exchanges operating in 
India is unusally large. It has been suggested that this is 
due to the presence of a large number of associations 
organised on profit-sharing basis. There is a good amount 
of unhealthy competition between these associations to 
secure business with the result that “ the rules and 
regulations which ostensibly govern trading are relaxed 
and even disregarded entirely, so that when abnormal 
conditions arise, diflSculties are liable to occur on account 
of certain members and their constituents being unable to 
meet their obligations It is desirable to reduce the 
number of produce exchanges operating in India. It may 
be worth noting here that the United States of America 

16. It is 184 as reported by the Report on Fairs, Markets and 
Produce Exchanges in India (1943) 



492 FUNDAMENTALS OF BUSINESS ORGANISATION 


where the technique of * futures ^ trading has orginally 
developed, has only seventeen commodity exchanges, the 
United Kingdom less than half a dozen and the Argentine 
with its large export trade in grains and oil seeds only two. 

In order that the produce exchanges may function 
Properly and serve the community better, it is desirable to 
have some sort of control over the formation and working 
of these associations. It may be pointed out that legislation 
for the control of futres trading exists in the U. S. A. The 
act is known as ‘ Commodity Exchange Act ’ and is 
administered by a Commodity Exchange Commission 
consisting of the Secretary for Agriculture, the Secretary 
for Commerce and the Attorney General. In India, local 
legislation exists only in Bombay. 

REGULATION OF FUTURES MARKET 

The Government of India, Ministry of Commerce has 
circulated for comment, in May 1950, a draft bill seeking 
wide powers for the Central Government to regulate 
futures markets to control unhealthy speculation and to 
abolish option dealings. 

In this connection it has been pointed out that during 
and immediately after the World War II, future trading in 
some commodities was prohibited by orders under Defence 
of India Rules. After the expiry of the same, some of the 
orders were kept in force imder the Essential Supplies 
(Temporary Powers) Act of 1946. Restrictions imposed 
on future trading in this way were only interim measures. 
It was never intended permanently to deprive producers 
and traders of the hedging facilities they need for the 
satisfactory conduct of business. At the same time, it was 
felt that future trading would have to be kept under 
continuous control in order that speculators may not use 
it for their selfish ends to the detriment of public interest. 

The bill is based broadly on the Bombay Forward 
Contracts Control Act. Stock exchange activities have 
been kept out of its purview. It proposes to permit futures 
trading, only under the supervision of associations which 
will be ofificially recognised and the rules of which have 
the previous approval of the Central Government; (it may 
be pointed out that under the new Constitution, legislation 
affecting futures trading is a Union subject) and no forward 
contract, except a specific delivery contract, will be 
allowed apart from members of a recognised association. 
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With regard to option dealings, the Government is of the 
opinion that they serve no economic purpose and as such 
they should be entirely prohibited. 

Control of unhealthy speculation by regulation of 
futures trading is no doubt desirable ; but one must not be 
oblivious of the fact that legislation can bring only a 
limited amount of success in this direction^ All 
associations should operate on non-profit-sharing basis and 
their registration should be made compulsory. Before 
registration their financial stability should be properly 
enquired into. It must also be seen that the market 
concerned is one in which sufl&cient volume of business is 
transacted. 

The management of exchanges is vested in the Board 
of Directors and Standing Committees, the composition of 
which varies with different institutions. The trading 
procedure and the standards of conduct to be maintained by 
the members, are prescribed in the rules and bye-laws of 
each association. The rules and bye-laws are enforced by 
the various standing committees of the exchange. These 
bodies working under the general supervision of the board 
of directors (also known as Governing Committee in some 
exchanges), which is the final authority on all important 
matters, looks to the internal organisation and management 
of the exchange. 

FUTURES AND SPOT 

Dealings in produce exchanges are of two kinds (1) Spot 
and (2) Futures. Spot transactions are similar to those 
of ready delivery contracts in a stock exchange involving 
delivery of actual commodity which may be actually on 
hand or instantly available at the time the contract is 
made. 

Before we give a definition of * futures \ it is better to 
clear a common misconception about these two kinds of 
dealings. One should not think that a futures contract is 
one where delivery is postponed and the * spot ^ is one for 
an immediate delivery. A spot contract may provide for 
delivery on a future date and the date may be far off from 
the date when the contract is entered into whereas a 
’ futures contract may provide for delivery during the very 

16-a. In this connexion * Speculation * and < Control of Specu¬ 
lation ^ discussed earlier may be studied with advantage. 
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month in which it is entered. Thus the difference between 
the two is not based on the time factor. 

A * futures ^ contract (or simply futures) has been 
defined by Smith as ‘ a contract in an organised market 
drawn up in a form standardised by the controlling 
authority of that market, referring never to specific lots of 
produce, but prescribing the unit of amount and quality, 
while leaving to the contracting parties the determination 
of total amount, price and the time of delivery, it being 
understood that the choice in the latter case has reference 
only to a definite period of time stated in the contract, and 
that these periods are prescribed by custom or the market 
authority and not arbitrarily selected by either of the 
parties to the bargain 

An analysis of a futures contract, and how it differs 
from a cash or spot, will help in a clear understanding of 
the futures. Cash contracts whether spot or deferred are 
fulfilled by an actual delivery of the quantity of goods 
mentioned in the contract. The contract is entered into to 
market or merchandise the commodity. The very purpose 
of futures is fundamentally different. Futures are entered 
into either for the purpose of speculation or for the 
purpose of hedging.^® To the extent to which it is used for 
the latter purpose, the institution of future trading may be 
considered to be a price insurance agency. The speculators 
are the insurers who buy and sell futures and assume the 
risk of price changes, and the genuine trader is the assured. 

In futures contract, trading is done in units of round 
lots (e.g. 50 bales or 250 bales of jute as one unit). It is 
determined by the rules of the exchange and varies from 
one exchange to another. In a cash contract there is no 
special unit for trading. The unit may be any quantity 
mentioned in the contract. 

Futures contract does not insist on the delivery of a 
specific grade of the commodity. Provision is made in the 
rules of the exchange for the possible delivery of a wide 
range of grades. In the absence of this facility there is 
always the possibility of creating a natural or artificial 
scarcity of supplies deliverable on maturing futures 
contracts. Under a cash contract the agreement is usually 
for a specific grade or type of commodity. In giving this 

17. Organised Produce Maricet by J.G. Smith p. 44. 

18. Hedging explained in detail at a later stage. 
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privilege to the seller, of delivery of any one of the grades 
as permitted by the exchange, provision is made for the 
necessary adjustments in price. If the seller delivers a 
better grade than the ‘ basis * then a premium must be paid 
over the contract price, if the grade delivered is a poorer one^ 
there is a discount off the contract price. Thus the prices 
for the futures, for grades other than the * basis ^ are 
mentioned as so many points * on ^ i.e. higher or ‘ off ’ i.e. 
lower than the basis. Basis grade is the standard grade 
used in a futures contract. It is not to be considered as the 
best or the lowest grade but it is fixed as such by the 
exchange authorities with reference to which the prices of 
other grades are determined. As a rule the grade selected 
for the ‘ basis ^ is the one which is likely to include a 
considerable fraction of each year’s crop. 

Futures are always made with reference to certain 
specific months e. g. December, March, May etc., and are 
known by the name of the month e. g. ‘May Wheat 
Futures’. It is the seller’s option to choose the day during 
the delivery month upon which the commodity will be 
tendered. Months of delivery in which futures are traded 
vary widely even in the same commodity in different 
markets. This option combined with the previous one 
given to the seller, gives him every opportunity to fulfil his 
commitments and the possibility of a corner is greatly 
minimised. Under cash contract the seller has no such 
option. In India all associations have fixed periods 
during the actual delivery months when delivery may be 
tendered or demanded as the case may be. In most of the 
exchanges this submission of tenders takes place usually 
during the fortnight immediately preceding the due date 
of contract. 

Every futures contract is subject to the rules and regu¬ 
lations of the exchange in which it is transacted and in a 
a well regulated exchange the trading is highly syste¬ 
matised. 

In case of futures though the buyer has the right to 
demand delivery of the actual goods and the seller has the 
right to deliver them, yet as a matter of fact, only a small 
fraction of the total volume of business arising out of 
futures, is settled by actual delivery. The great majority 
of futures are offset or liquidated by the purchase or sale, 
as the case may be, of futures transctions of the opposite 
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nature for identical quantities before the actual dates of 
their maturity. It is said that in India in case of wheat, 
the actual quantity delivered in settlemennt of futures at 
twenty associations in 1934-35 was 145, 860 tons, which 
equals about 0.33 percent of the total volume of futures trad- 
ing on those exchanges. This aspect of futures trading 
makes many feel that this activity is nothing but gambling. 
But this is not correct. It has been established in courts 
of law that so long as there is the intention to deliver 
goods, the contract is a valid one. Of course intentions 
are very difficult to prove and the burden of proof rests 
with the accuser. Moreover symbolic delivery in the 
form of off-setting and other clearing methods is quite 
enough to constitute a delivery. 

As mentioned earlier all futures contracts are drawn 
up in a form standardized by the marketing authority. 
In this connection the Reporton Fairs, Markets and 
Produce Exchanges in India recommends that futures trade 
associations should be required to adopt uniform standard 
contracts for the commodities dealt with by them. Efforts 
in the direction of voluntary adoption of standard contracts 
for wheat, linseed, groundnuts have so far met with 
limited response and a statutory backing to standardize 
contracts seem to be necessary. It may be noted that in 
the U. S. A. the Commodity Produce Exchange Act enjoins 
that commodities delivered must comply with the United 
States standards, when such standards have been promul¬ 
gated. For instance, trading in cotton has been prohibited 
except on the basis of official grades and standards. 

MARGIN 

Almost every produce exchange provides rules requir¬ 
ing the parties to a futures contract to make a deposit of a 
certain sum of money known as margin. Every one of the 
members of the exchange, who might be acting for himself 
or on behalf of his clients will ask the other to make the 
deposit to ensure fulfilment of the other^s part of the 
contract. The deposit may be kept with the clearing house 
of the exchange or a bank. Every member, again, on his 

19. Report on the Fairsi Markets and Produce Exchanges 
in India p. 78« 

20. Page 109 of the Report. 
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part will ask their client to make a deposit with them. Such 
deposits should in no case be considered as a partial 
payment of the contract as the deal between the client and 
the broker is only an agreement to buy or sell and not a 
regular sale. The margin merely serves as a collateral 
security to reinforce the separate promises of the parties to 
the contract. The amount to be paid as margin is a 
percentage of the total sum involved in the contract and 
varies appreciably in different exchanges. Parties may be 
asked to provide additional sums from time to time equal to 
any adverse market fluctuations to bring the margin money 
upto the prescribed level. 

The system of margin thus acts as a deterrent to that class 
of speculators who are financially weak. It may be noted 
here that a compulsory system of margin is in existence in 
some of the stock markets. This question was also 
examined by the Morison Committee. They recommended 
the introduction of a system of margin for the Bombay 
Stock Exchange 21 . The main principles of their scheme is 
the imposition of (i) a percentage margin on the initial 
bargain price, (ii) an additional percentage margin on the 
make up price at the first settlement, if the security is 
carried over, and (iii) further additional percentages as 
supplementary margins at each of the following settlements. 
Dr. Thomas too, in his report, is of the opinion that provi¬ 
sion should be made for compulsory margins in all stock 
exchanges. In the U. S. A. the Securities Exchange Act of 
1934, had fixed a standard of minimum margin on which 
securities can be traded. 

SPECULATORS AND HEDGERS 

On the basis of their methods of operation dealers in a 
produce exchange may broadly be classified as speculators 
and hedgers. Both of them deal in futures to acMeve their 
own ends. The speculators buy and sell for the purpose of 
profiting from uncertain fluctuations in price. Activities of 
speculators with their beneficial effect on prices and in the 
maintenance of a perfect continuous market have already 
been described in connection with the study of stock 
exchanges. The technique used by them in operating both 
in a stock and produce market is fundamentally the same. 

21. Report of the Stock Exchange Enquiry Committee, Bombay 
Para 30. 

1393—32 
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Whatever remarks have been made there regarding 
speculators and their activities apply equally here too. 

HEDGING 

Future trading has been, since its origin, the object of 
severe criticism by a section of the public, on the ground of 
inviting speculation. But the development of hedging 
operations in a produce market arising out of futures has 
yielded a highly useful economic service. A hedge in 
ordinary parlance means a barrier used for protecting 
something against some kind of danger. This commonsense 
meaning has been extended in the field of commerce. In 
produce exchange it means a kind of operation practised by 
the traders to protect themselves against a loss arising out 
of unforeseen major movements in price. The risk of price 
fluctuations is assumed by the speculators, who are always 
willing to buy and sell futures. The traders through 
their purchase and sale of futures from and to speculators 
shift the risk to the shoulder of speculators who are best 
fitted to bear it. The traders in their turn can devote their 
undivided attention to their business and earn their 
legitimate business profit without looking for speculative 
profit. 

A hedge contract, then, comes into existence as a con¬ 
comitant to a genuine trade contract or, to put it the other way, 
there is always a genuine trade contract behind a hedge. 
The speculative loss (or profit) arising out of the genuine 
trade contract is sought to be counterbalanced by the hedge. 
Smith thus observes * * the essence of hedging is the making 
of two contracts at about the same time, of an opposite 
though corresponding nature ; one genuine trade contract, 
with a view to obtaining a dealer^s ordinary trade profit, 
the other an insurance or protective contract, which 
counteracts speculative loss (and profit) on the first transac¬ 
tion He further observes the possibility of having to 
forego a large speculative profit in this way is to be regarded 
as a premium on an insurance policy (this anology, however, 
must not be pushed too far) which guarantees the holder 
against speculative loss. Just as both contracts are entered 
into at about the same time, so they must be completed at 
about the same time. Otherwise, a speculative loss or profit 
ensues and the holder becomes a gambler instead of continu¬ 
ing to be an honest merchant ’>.22 

22. J. G. smith : Organised Produce Market p. 86 
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An example will facilitate full understanding of the 
nature of a hedge operation. A spinner might have entered 
into a contract to sell yarn for future delivery. This is 
his genuine trade contract on which he wants to make his 
legitimate business profit. In entering into the contract for 
the sale of yarn he must have taken into consideration the 
price of the raw material—cotton—in making the yarn. 
Suppose the price of raw cotton goes up when he buys it 
for making yarn ; then he has to undergo a considerable 
loss for this unforeseen fluctuation in the price of raw 
cotton. To protect himself he immediately buys * futures * 
equal in amount to the requisite quantity of raw cotton for 
making yarn. His contract to buy future is thus opposite 
to that of his genuine trade contract to sell yarn from which 
he expects to make his ordinary trade profit and his contract 
to buy futures is the protective contract to neutralise the 
speculative loss (or profit) arising from a change 
in the price of cotton subsequent to his entering into the 
contract for the sale of yarn. If then he has to buy raw 
cotton at a higher price the speculative loss here will be 
counterbalanced by the amount of profit he will make by 
selling the futures which he bought at the time of entering 
into his trade contract. Viewed in this light, hedging 
implies making good a loss which might arise in the spot 
market due to price fluctuations, by a possible gain in 
futures or vice-versa. 

It might be suggested that the spinner could have 
bought raw cotton and stocked ^it at the time the bargain 
was struck. But this is not of any advantage to him. 
because stocking, in addition to locking up of capital and 
storage expenses, involves the risks attendant on storage. 
Moreover, the price of raw cotton may go further down in 
which case he would be in a disadvantageous position in the 
market as against his competitors who might have the 
opportunity of buying at a lower price. This also explains 
that even if the spinner might not have entered into a 
contract for the supply of yarn but makes it for sale in the 
market, yet he will be placed in an advantageous position 
by entering into a hedge contract. 

Hedging is also advantageous to merchants interested in 
export and import of the commodity which is the subject 
matter of a futures contract. Manufacturers who make use 
of the raw material which is a subject matter of dealing in 
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an organised produce market may also protect themselves 
by entering into a hedge contract. But the degree of protec¬ 
tion afforded by hedging diminishes proportionately as the 
share contributed by raw material to the value of wholly or 
partly manufactured articles diminishes. 

It might also be suggested that by entering into a 
hedge contract the trader may have to forego occasionally 
his speculative profit. But'it must be remembered that 
there might be speculative losses too. This is why it has 
been observed by Smith that the amount of speculative 
profit which the trader has to forego may be considered as 
a premium paid to the speculators who are the assurers for 
shouldering the risk. It has been said by Hoffman that 
the difference between the merchant who follows the 
policy of hedging and the one who does not, is thus the 
difference between a much smaller and a more certain 
profit and a much larger but much more uncertain one 

Protection afforded by hedging cannot always be a 
perfect one. The success of hedge depends upon the ‘spot^ 
and Tuture ^ prices moving together. To the extent they 
do not move in unison, hedging fails to furnish protection 
from risks. 

In addition to giving some sort of protection to a 
trader against unforeseen price fluctuations, certain other 
advantages follow from hedging operations. Owing to the 
risk of price changes being shifted to more or less specia¬ 
lised risktakers, traders are enabled to handle goods with 
narrower margin. Moreover, as the risk of traders is consi¬ 
derably reduced, to that extent there is reduction in 
marketing costs and this will have its own effect in 
increasing competition. Commodities which are given as 
securities for loan, when hedged, are more welcome to 
banks giving the loan. When hedged, the margin demanded 
is less as the risk of price fluctuation is considerably 
reduced. Merchants are, therefore, more inclined to hedge 
as this enables them to get more liberal accomodations 
from their banks. 



CHAPTER XXIII 

ADVERTISING 

Whatever channel is adopted for the marketing of 
goods, mass distribution of goods is an impossibility with¬ 
out having recourse to activities which go by the name of 
advertising. Advertising covers various types of activities 
connected with the giving of publicity regarding goods or 
services which the business man offers to the public for sale. 
Even institutions which do not come under the category of a 
business unit such as a government, or an educational 
institution, have to give publicity regarding their activities. 
But the mode^and purpose of the publicity activities of these 
institutions are different from those of business units. 
Publicity activities of business units which have a commer¬ 
cial concept will only be considered here. All such activities 
of business units are made with the ultimate object of 
earning more profit by increasing the sales of their products 
or services which they offer to the public. 

ADVERTISING NOT A CLAPTRAP 

There was a time when it was thought that advertise¬ 
ment meant making exaggerated statements bordering on 
misrepresentation so much so that it became synonymous 
with claptrap. Such prejudices, no doubt, are the 
result of misconduct of advertisers of the earlier period. 
Modern advertisement insists on sincerity and truth. Modem 
advertisers have realised the effectiveness of the saying ** an 
honest tale speeds best being plainly told^^ They have 
realised that the mere use of superlatives never pays. It is 
facts and figures and not superlatives that create a lasting 
impression on the minds of the public so as to induce them 
to buy the advertised goods. Sales cannot be maintained 
and increased, new markets cannot be captured unless 
advertising is backed up by the intrinsic merits of the 
article. The whole of the advertising expense will 
be a waste if the advertised products belie the claims 
made on its behalf. No doubt, occasionally, a captivating 
advertisement without being backed by the intrinsic 
merit of the article advertised, may achieve some good 
result but the advertiser cannot be forgetful of the proverb, 

\ One can fool all people sometime, some people all thej 
^time but not all people all the time Such captivating 
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, advertisements can do nothing more than induce a first trial 
of the goods. 


NEED FOR ADVERTISING 

It should not be thought that advertising is of recent 
origin. Advertising in some form or other was there even 
when the production and distribution were local in 
character. During the present century advertising 
technique and methods have been revolutionised. Mass 
production of goods has created the problem of mass distri¬ 
bution. Advertising not only informs the consumers about 
the goods^ but they are also informed about their merits and 
uses, about the benefits and conveniences the consumer 
would derive by using them. Modern advertising has a 
creative effect. It is active and dynamic. It is not simply 
a device to maintain an existing demand but it is a 
creator of new wants. It is said that modern advertising 
must be as virile as Adam and as seductive as Eve. J[t. 
ma kes the luxuries of yesterday the necessities of to-day. 

The problem of mass disposal of goods produced on 
mass scale has brought in its wake the problem of competi¬ 
tion ; and this in its turn has accentuated the need for 
advertising, so much so that people often think adverti¬ 
sing is the product of competition. This may be partially 
true. Even without competition there is the need for 
advertisement both from the dealer^s as well as from the 
consumer's point of view. If for entertainment purposes 
there is only one cinema house in a town, even then it still 
pays the proprietor of the cinema house to advertise to 
at^act more people to get a full house. The public will have 
the advantage of seeing a new picture if they are informed 
about its arrival in time. Thus even in the absence of 
competition it pays the advertiser to advertise, in case 
demand for the products is elastic and if the product is not 
produced under the law of increasing cost. Presence of 
competition has only increased the need for advertisement. 
The need is so great that no one can afford to do any good 
business without it. 

MERITS OF ADVERTISEMENT 

Advertisement thus increases the existing demand ; it 
also tries to create a new demand or at the least it helps in 
maintaining the existing one. In doing so it brings other 
additional advantages both to the producer and to the 
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consumers of the goods advertised. But it should not be 
supposed that such advantages are always derived. It is 
clear that advertisement will pay if the advertiser is able to 
increase his sales by increasing the demand for his product 
and that too if the goods are produced under the law of 
increasing returns. It is immaterial to him whether his sales ^ 
are increased by an increase in the total demand or by gett¬ 
ing the business of his rival producer or by both. An increase 
in the total demand for the product is possible when the 
demand is elastic, but in case of inelastic demand one will 
gain at the expense of the other. Thus, there may not be 
any net gain from the social point of view. Competition 
will force the various producers of such goods to spend 
more and more on advertisement.^ One will try to outbid 
the other in claiming superiority of his article over his 
competitors. ,/This will often lead to making of all sorts of 
exaggerated statements, if not unreliable and misleading 
ones. Moreover, consumers may have to bear the increased 
cost of advertisement if the advertised article is not 
produced under the law of increasing returns. Very soon 
a situation will arise when advertising expense will prove 
to be a waste to the producers of the advertised goods. 
However, it is possible to avoid this waste and cut-throat 
competition by group or collective advertising. 

The community as a whole will gain when advertise¬ 
ment is able to increase the total demand for the product. 
Increase in the demand will lead to greater business activity, 
greater sales and lower prices for the consumers, in case 
the articles produced obey the law of increasing returns 
and the demand for the same is elastic. This is generally 
the case with regard to many manufactured articles. How¬ 
ever, it will also be necessary to examine whether an 
increase in the sale of advertised product will prejudicially 
affect the sale of other products or not. If an increase in 
the sale of advertised product means a decrease (though 
not correspondingly) in the sale of another's product then the 
public may have to pay a higher price for such other 
products whose sale has been affected, on the assumption 
that a fall in the demand for such product will adversely 
affect the cost of production. It will also affect adversely 
the wages of lal^urers and the profit of entrepreneurs 
engaged in those industries. 

However, it is very difficult, if not impossible, to strike 
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a balance sheet and find out the net gain or loss both from 
the society's as well as the individuaPs point of view. 
Many of the advertising activities which seem to be a waste . 
are not always bereft of some benefit to the society ^ a 
whole. Advertising has definitely made newspapers 
cheaper. Multiplicity of advertisements are the most potent 
safeguards against deceptions in the advertising world. 
Goods which are well advertised cannot altogether be 
devoid of any merit and once the reputation of the products 
is built up by advertising, it is to the interest of the advertiser 
to maintain the quality of his product. The more costly 
the advertising campaign is, the greater is the loss which 
arisqjTrom selling goods of poorer quality. Hence a costly 
advertisement may be considered to be a guarantee to the 
consumers of the quaHty of the articles advertised. Thus 
advertising is protective in character but the production it 
affords is protection without tariff. 

Again, had there been no advertisement it would have 
been difficult in these days to satisfy our necessities. 
Advertisements tell us where a particular thing can be 
obtained and at what price. Being told about the merits of 
the articles, about the conveniences and economies expected 
to be derived by their use, consumers are instructed in the 
matter of satisfying their wants. They are able to appreci¬ 
ate better the qualities of the articles advertised. Sci^tific 
advertisements have thus educative values of their own. 
They play an important part in educating the community 
to a higher standard of living. Scientific advertising has 
thus established a place for itself in the marketing of 
products wherefrom it can never be dislodge-d. 

It may be said that advertising increases the price of 
the article, inasmuch as expenses of advertising are ulti¬ 
mately shifted on to the consumers. This is not true. 
Many of the expenses incurred in advertising are legitimate 
selling expenses. They are to be incurred in some form or 
other. Moreover, advertising increases production by 
stimulating wants and when the demand for the product 
increases, the cost goes down as most of the manufactured 
articles are produced under the law of increasing returns. 
In some cases the producer may find it profitable to deduct 
from his share of profit the cost of advertising. Sometimes, 
cost of advertising may be merely a deduction from the 
economies of large scale production. In fact, advertisement 
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has reduced the expenses incidental to the selling of goods. 
It is a very efiFective and less expensive method of giving 
information. It is the most economical method of appealing 
to the million. Regular advertisement of any product by 
creating a demand for the same mfikes it easier for the 
salesman to sell the goods. A thoTough advertisement 
campaign brings the producers of goods into direct contact 
with the retailers and, if possible, with the consumers too. 
By fixing the retail price and making it known to the public, 
by standardizing and branding the goods, producers have 
made the retailers their selling agents. Retailers are simply 
to hand the goo^ds over the coxmter. The producer is thus 
trying to be more and more independent of the wholesalers 
and retailers. All this effects a reduction of selling expenses. 
In addition, it facilitates the task of distribution. Viewed 
in this light, expenses incurred on advertisement may be 
considered as an investment and if the advertisement is done 
in the right way, the investment turns out to be a profitable 
one. 


ADVERTISEMENT COPY 

Having realised the need as well as the benefits derived 
from advertisement, it is necessary to know how to start 
an advertisement campaign. The advertiser must first 
look into the preparation of the advertisement copy. It is 
the message which he wants to give to the public. It is 
the text or the contents of the advertisement. Prospective 
customers must be influenced to act in the way in which 
the advertiser desires them to act on a perusal of the copy. 
Hence, great care should be taken and ingenuity shown in 
its preparation. Preparation of each copy must depend 
upon the product advertised, the type of the individuals 
who are expected to read it and the type of the media 
employed. It must also depend upon the objectives to be 
attained. We have already seen that the important 
functions of advertising are (1) to create a new demand 
(2) to increase the demand already created and (3) tof 
maintain the demand by protecting it from the effects of 
competition. The copy of the advertisement must be 
devised to suit the needs of the objectives. 

ESSENTIALS OF A COPY 

Whatever may be the objectives, a copy must contain 
the following essential elements. A copy must first draw 
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the attention of those for whom it is meant and so it must 
"l&st possess attention value. Attention may be drawn by 
using illustrations which may be coloured or ordinary or 
by using big types, or by allowing blank spaces to surround 
the copy. Once the attention of the reader is drawn he 
must be induced to go through the same and so each copy 
must show some literary taste, especially those which are 
meant for educated people. We must also consider whether 
the copy should he short or long. This mainly depends 
upon the media used. A Xdhg copy may be used when 
there is a chance of its being read and a long copy inserted 
in a weekly or a monthly magazine has greater chance of 
being read than when such a copy is inserted in a daily 
paper. 

The copy after its perusal must be able to suggest 
something to the reader. It must suggest to the reader that 
the use of the article of which the advertisement has 
appeared will bring him some advantages. It is a thing 
which he needs. Sometimes a pictorial representation may 
be more suggestive than mere description. For this reason 
it is always advisable to insert such pictures in a copy 
which combines both attention and suggestive value. 
Picture of a happy family with a life assurance policy in 
the hands of one of the member together with the name of 
the insurance company will clearly suggest the purpose of 
the advertisement as well as the benefit to be derived by 
taking the policy of the company concerned.. 

In order that the reader may be influenced to action, a 
copy must convince its reader regarding the merits claimed. 
One is convinced of something when the statement of tKe 
advertiser is corroborated by facts and figures. Continuing 
the previous example, we can say that the insurance 
company can convince people about its soundness, if the 
company gives figures .relating to the life fund, number of 
policies secured and the amount assured during the previous 
year or some previous years. In some cases testimonials 
from some important personages will serve the purpose. 
This is why we find the need foiMjestimonial advertisements. 

An advertisement will be of no use unless it is 
itemembered. Therefore it is essential for a copy to have 
value Trom the view point of remembrance. At least the 
subject matter of the advertisement must Xeave a lasting 
impression on the minds of the reader. Slogans are very 
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often used in this connection. In addition to this an adver¬ 
tisement must be constantly repeated. In doing this, one 
should not present always the same copy. A change in the 
copy after sometime is desirable in order that the public 
may not feel bored. In changing the copy, the advertiser 
must see that the general design or lay out connects the 
successive advertisements so that they may be recognisable 
at a glance. It Js worth mentioning here that constant 
advertising is desirable to safeguard one^s position against 
competitors. 

Even if the advertisement is remembered, it will serve 
no purpose unless it influences the reader to action. A copy 
must be able to stimulate the reader to do something to 
possess the article for which the advertisement has appeared. 
The best way of stimulating one to action is to play upon 
the sentiments and instincts of that person. It is therefore 
essential for a copy to possess value from the view point of 
sentiment and instinct. Advertisers have been quick to 
take advantage of this human psychology. The reader of 
the advertisement is forced to act when his sentiments and 
instincts are cleverly aroused by the advertiser. Successful 
stimulation of human instincts is possible when the copy¬ 
writer has gained some knowledge of the behaviour of 
human mind. 

ADVERTISING AND PSYCHOLOGY 

This is where advertising and psychology are brought 
together, and this is why advertising is connected with 
psychology. It is said that a successful advertiser is one 
who can make best use of the knowledge of human nature. 

It is well known that centering round the two funda¬ 
mental instincts of man—^instinct to preserve and protect 
the individual and the instinct to preserve and prepetuate 
the race,—are a number of impulses, of which the following 
are important. They are protective, parental, sex, gregari¬ 
ous, besides sociability, contructiveness, self-assertion, 
hunger, fear and the impulse of acquisitiveness. The adver¬ 
tiser according to his need, appeals to one or more of these 
inipulses, to stimulate the re^er to action. We are familiar 
,with the stimulation of the impulse of fear by advertisers of 
pateht medicine, of parental impulse by advertisers of patent 
food for babies, of the impulse of sel^ssertion by advertisers 
of drapery and luxury goods, of the^Iinpulse of self protec- 
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tion and protection for the family by the insurance 
companies, of the impulse of appetite by manufacturers of 
biscuits, tofifees and tinned foods. ‘More effective results are 
expected to be obtained if stimulation is done with the help 
of pictures* 

It must be noted however that the method of appeal 
and stimulation will vary according to the class of persons 
to whom the advertisement is addressed. ’ / In some cases 
simple suggestion will do, in others a direct command may 
be needed. 

It is not the matter of the copy that will make an 
advertising good and effective; the manner of the presenta¬ 
tion. of the matter of the copy is as important, if not more 
than the matter itself. Therefore,' after having prepared 
the copy, giving due atteiltion to all th/e factors mentioned 
above, the advertiser must see that the copy is presented in 
the most effective manner in the medium selected. T^s 
work must be given to a commercial artist. He will decide 
what matter of the copy is to be presented in what type. 
If an illustration is to be given, where it should be placed. 
Effective presentation goes a long way in drawing the atten¬ 
tion of the readers as well as in making a strong and effec¬ 
tive appeal. 


MEDIA 

Having prepared the copy and having decided the 
manner of its presentation, the advertiser should see that 
his message reaches the persons for whom it is meant. The 
channels through which the advertiser conveys his message 
to the public are known as advertising media. Various 
media used may be classified as Primary and Secondary 
media or Indoor a^i^d Outdoor media. 

PRIMARY AND INDOOR MEDIA 

• The Press*, under which comes the daily paper, periodi¬ 
cals and magazines, which are issued we^ly, fortnightly or 
monthly is known as the primary media. They may also be 
classified as indoor media as the message is conveyed to the 
public through these media in their home or in some other 
indoor places. They are primary media as every advertiser 
has to select at least a few of these in conveying his message. 
AH other media such as posters, placards, leaflets, painted 
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'Walls, electric switchlights, train, bi^s , tram, sandwich- 
board efc,, a1:e^ known as seconH^y xhedia, as they are only 
used to serve as adjuncts to the prifnary one*. Most of these 
media ptlso come under the categories of outdoor media'as 
the public has the; chance of getting the* message through 
these media when they are out of doors. 

Each one of these media serves some special purpose 
and each has its own merits. It should be noted, however 
that selection of media depends to a great extent upon the 
class of people for whom the message 'is meant as well as 
upon the nature of the goods for which the advertisement 
is made. 

• Advertisement in ^aily papers is almost absolutely 
essential, as it is the cheapest mode of giving information 
to a very large number qf people. The wider the circulation 
of the paper, the greater is the chance of drawing the 
attention of a large number "of people. Advertisement in 
daily papers offers facilities for presenting the copy daily in 
a new light, if so desired. It is useful* ih making timely 
announcements. It provides ^good scope for variations in 
advertising technique. 

On the other hand, the possibility of giving a long copy 
in the daily papers is very limited. • This is due to the fact 
that the life of such media is short. Daily papers are 
primarily meant for'news and so the likelihood of a long 
copy presented in such a medium being read minutely by 
the public is very remote. Presentation of a longer copy in 
Sunday papers is however slightly greater as people ^xave 
greater time to devote for going through them. 

Magazines and j^riodicals however offer greater BoopQ 
for a long copy giving details,* as their life is longer and 
they are to be read leisurely. They offer greater opportuni- 
ties for colour printing, being generally printed on a better 
quality of paper. Difierent types of magazines give one 
scope to reach directly the probable eustomers e.gf., one 
advertising sport goods may profitably make use of 
magazines devoted to sports, medical journals may be used 
for advertising medicines and other medical appliances and 
so on. 
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SECONDARY AND OUTDOOR MEDIA 

Placards and posters serve as adjiincts td the primary 
media. Advertisement in these ixiedia tries to keep alive 
the interest of the public in the subject matter already 
advertised in the primary one. They sei*ve as reminders. 
After having seen the advertisement in daily papers and 
magazines^ the public may forget all about them, but as 
they come out into the streets they are reminded of the 
advertisement by the placards, posters, painted walls ; by 
the advertisement in trams and buses, and by electric 
displays at night. Placards, posters, and other media of 
street advertising very easily lend themselves to colour 
combinations and so, if properly displayed, they draw the 
attention of the public most effectively. Posters are very 
useful for localised advertisement. The other advantage of 
it is the rapidity with which its results are obtained. 
Display of trade.marks and trade names is made in the most 
effective manner by this method. This is very useful in 
impressing illiterate people and truly this is one of the 
most important methods of appealing to them. 

All outdoor advertisements must be short as people 
have neither the opportunity nor the time to go through a 
long copy while waking on the road ; they can do it only 
at the risk of personal danger. Outdoor advertisements 
must be in bold types so that they may be easily read from 
a distance. 

Another important form of advertisement is window 
display. Showing the article in use makes a strong appeal 
and thus attracts customers. Merchandise of the same class 
should be grouped together and appropriate articles should 
be displayed in appropriate seasons. Merchandise should 
also be rearranged every fortnight or so in order that 
people may not feel bored by looking at the same things day 
in and day out. 

Every shop, big or small, must do some form of 
window display. Bigger retail units such as departmental 
stores, on account of the larger accommodation they have, 
can however do it in a more thorough manner. They have 
glass windows appropriately designed and decorated, 
behind which articles are placed and with the help of 
coloured electric lights flashed upon them, these articles 
very^ easily attract customers. In some cases price tickets 
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are attached to every article. This type of advertisement 
has a strong appeal to those who happen to look at them 
and instances are not rare when many of them become 
ultimately buyers of such goods. 

Advertisements are also inserted in t heat rical 
programmes. In a cinema show, during the interval, 
advertisement slides are also shown. All these simply 
serve as reminders. The copy must be very short, as the 
time at the disposal of the audience is very short. Such 
advertisement must give only the name of the article and 
the manufacturers and the brand name. 

Manufacturers of many articles often make a short film 
of the manufacturing process of their article and distribute 
it among the various cinema houses to be shown by them, 
either before the main picture is released or during the 
interval. Such film advertisement creates a lasting 
impression on the minds of the audience. To obtain the 
maximum benefit from such advertisements, these films 
must exhibit an intelligent blending of educative and 
entertainment elements with the advertising. 

DIRECT MAIL ADVERTISING 

Advertisement is also done by distributing leaflets^ 
catalogues and circular letters among the existing and 
prospective customers. Such advertising has come to be 
known as direct mail advertising as these (specially the last 
two) are generally sent to individuals by mail. Mail order 
houses, because of the very nature of their business have to 
do this type of advertising. In these types of advertisements, 
specially, in case of circular letters there is scope for the 
advertiser to introduce a personal element in the advertise¬ 
ment. Great care should be taken in drafting the circular 
letters. When catalogues are sent, a covering letter should 
always accompany the same. Circular letters and 
catalogues should be sent to all individuals whose names 
appear in the mailing list. These mailing lists must be 
always kept upto date. Leaflets are very often distributed 
accompanied with beat of drums or other musical 
instruments when the advertisement is meant to be 
local in character. 

WIRELESS AS A MEDIUM 

Finally mention must be made of wireless as a 
medium. Here the advertiser buys time from a broad- 
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casting station provided such facilities are offered to the 
advertisers. The advertiser sends his message through the 
radio. This type of advertising has come to be known as 
radio advertising. This offers great scope to approach a 
very large number of people but unless such radio talks on 
advertisements are blended with entertainment, the listener 
may feel bored and tune his radio to some other 
station which will give him music or other entertain¬ 
ment. Success of this kind of advertisement also depends 
upon the use of the radio by the general public. In a 
country where the use of the radio is limited only to a very 
small percentage of the people this form of advertisement 
cannot be considered very promising. 
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